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FOREWORD  OF  STATE  TAX  COMMISSION 

i(~y  This  is  the  sixth  special  report  under  the  plan  inau^rated  in 
1^1928  pursuant  to  the  provision  of  the  Tax  Law  of  New  York  State 
requiring  investigations  to  be  made  from  time  to  time  of  the  gen- 
eral system  of  state  taxation.  The  author  of  this  particular  work 
is  Dr.  Robert  S.  Ford  of  Columbia  University.  The  State  Tax 
Commission  wishes  to  acknowledge  its  indebtedness  to  Columbia 
University  and  particularly  to  Professor  Seligman  for  selecting 
Mr.  Ford  to  make  this  study  on  the  allocation  of  corporate  income 
for  the  purpose  of  state  taxation. 

Mark  Graves 
^  President 

John  MerriliL 
John  P.  Hennessbt 

Commissioners 
M.  S.  Howard 

Deputy  Commissioner,  Bureau  of  Research 
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PREFACE 


^    This  report  IS  an  attempt  to  state  and  analyze  a  problem  that 
IS  just  beginning  to  receive  general  consideration.     It  represent 
therefore,  a  pioneer  investigation  of  a  field  that  will  repay  more 
intensive  cultivation.     The  allocation  of  corporate  income  among 
several   different   taxing  jurisdictions   is   a   relatively   new  phe 
nomenon  m  this  country.     Since  1911,  almost  one-half  the  states 
have  adopted  the  so-called  corporation  income  tax  for  mercantile 
and  manufacturing  corporations,  nine  states  having  adopted  such 
a  tax  withm  the  last  three  years.    The  rapidity  of  this  transition 
has  created  many  new  problems  in  taxation,  some  of  which  could 
have  been  avoided  if  there  had  been  any  real  stimulus  to  the  adop- 
,^\      n"^^.^  practices  by  the  states.     This  is  particularly  true 
ot  the  allocation  problem,  which  by  its  very  nature  involves  the 
bringing  into  contact  of  two  or  more  tax  systems.     Perhaps  no 
other  phase  of  the  fiscal  system,  with  the  possible  exception  of 
inheritance  taxation,  represents  so  clearly  the  nature  of  tax  fric- 
tions    The  chief  purpose  of  this  report  is  to  analyze  the  nature  of 
the  triction  which  arises  out  of  non-uniform  allocation  practices 
and  to  suggest  possible  methods  of  reform. 

It  is  difficult  to  make  acknowledgments  to  all  who  have  offered 
suggestions  and  criticism  during  the  course  of  this  investigation. 
1  he  writer  wishes  to  express  his  gratitude  to  Professor  Edwin 
K.  A.  beligman  under  whose  guidance  this  studv  was  undertaken 
He  IS  indebted  to  Professor  Robert  M.  Haig  fir  much  searching 
criticism  and  many  constructive  suggestions.  A  ^reat  deal  of 
assistance  was  rendered  by  Commissioner  Mark  Graves  Deputy 
Commissioner  Mayne  S.  Howard  and  Miss  Beulah  Bailey  State 
rax  Librarian.  Several  of  the  tax  officials  in  other  states  have 
been  generous  m  supplying  information  regarding  allocation 
practices. 


New  York  City 
March,  1933 


R.  S.  F. 


N 
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INTRODUCTON 


Nature  of  the  Problem 

At  the  present  time,  twenty-one  states  levy  a  tax  on  the  income 
of  mercantile  and  manufacturing  corporations.  In  the  theory  and 
administration  of  this  tax,  one  of  the  most  puzzling  problems  arises 
out  of  the  allocation  of  income  among  the  states  for  taxation  pur- 
poses. Essentially  the  problem  is  twofold,  involving  the  questions 
of  method  and  non-uniform  practices. 

The  question  of  method  relates  to  the  manner  of  determining 
the  proportion  of  a  company's  income  which  is  taxable  within  a 
certain  state.  If  a  corporation  operates  in  several  states,  each 
jurisdiction  will  claim  a  portion  of  the  net  income  for  taxation 
purposes.  But  how  shall  these  claims  be  measured?  The  state 
may  require  the  use  of  certain  allocation  criteria,  the  so-called 
allocation  fraction,  or  it  may  permit  the  taxpayer  to  allocate  income 
To  the  state  on  the  basis  of  the  company's  accQmiting.^cords.^ 

The  most  common  practice  in  the  American  states  is  to  use  cer- 
tain,  arbitrary  criteria,  such  as  tangible  property  and  sales  within 
and  without  the  state,  in  distributing  the  tax  base.  Serious  com- 
plications arise,  however,  out  of  the  selection  of  these  criteria,  for 
not  infrequently  the  states  are  motivated  strictly  by  revenue  con- 
siderations, and  as  a  result  the  criteria  are  not  representative  of 
business  activity  in  general.  Criteria  which  are  favorable  to  one 
state  may  be  unfavorable  to  another.  It  has  been  contended  that 
no  arbitrary  ratios  are  sufficiently  <representative  of  business 
activity  within  a  state  to  warrant  their  application  to  all  corpora- 
tions; that  instead  of  requiring  the  use  of  an  allocation  fraction,  the 
tax-paying  corporation  should  be  allowed  to  determine  the  amount 
of  income  apportionable  to  each  state  on  the  basis  of  standard 
accounting;  procedure.  ,  '  "      ^-, 

''  The  prevalence  of  non-uniform  allocation  practices  among  the 
states  is  deplorable.  Under  the  stimulus  of  an  individualistic 
political  philosophy,  a  hapIia^rdjl]^ation..&tr4;teUir£  has  been 
erected.  No  less  than  twelvedgPerent  alloeation  formulae  are  m 
use  in  the  twenty-one  gfa!es^ith  taxes  orrrntromeTIn  the^arch  for 
larger  revenues,  a  premium  has  been  placed  on  ingenuity  in  the 
formulation  of  allocation  rules.  As  a  result,  the  possibilities  for 
double  taxation  have  been  greatly  enhanced. 

Within  recent  years,  the  allocation  problem  has  assumed  large- 
scale  proportions  because  of  the  changing  character  of  industrial 
organization.      Corporate    interrelationships    have    become    more 

lit  should  be  noted  that  the  following  terms  are  used  interchangeably 
throughout  the  report:  allocation  base,  allocation  criterion,  allocation  ratio, 
allocation  factor;  the  terms,  allocation  fraction  and  allocation  formula,  are 
used  to  denote  a  combination  of  several  bases,  ratios,  criteria  or  factors. 

[11] 


ll 


Ai!f 


12 


I 


New  York  State  Tax  Commission 


complex.  The  activities  of  many  corporations  have  been  projected 
beyond  state  and  national  boundaries.  Many  of  the  difficulties 
arise  out  of  the  fact  that  the  taxation  machinery  of  the  states  is 
inadequate  to  meet  the  requirements  of  modern  industrial  organi- 
zation. Recent  decades  have  been  characterized  by  increasing! 
industrial  integration,  while  fiscal  integration  is  practically  non- 
existent. Consequently,  a  problem  of  interstate  and  international! 
proportions  is  being  handled  with  an  intrastate  technique. 

Methods  of  Reform 

Greater  reliance  should  be  placed  upon  the  accounting  records 
of  corporations.  Many  concerns  are  equipped  to  make  full  and 
accurate  reports  of  the  amount  of  income  arising  within  various 
jurisdictions,  and  in  such  cases  an  income  tax  return  which  is  based 
on  company  records  should  be  acceptable.  Nevertheless,  it  will 
appear  in  the  reportUhat.  arbitrary  criteria  cannot  be  entirely 
abandoned,  especially  if  the  regulation  of  allocation  practices 
should  be  centralized  in  the  federal  government. 

Diversity  in  allocation  practices  may  be  eliminated  in  several 
different  ways.  In  the  first  place,  the  status  quo  in  governmental  |{ 
relationships  may  be  maintained  through  interstate  agreements 
for  the  adoption  of  a  uniform  rule.  To  anticipate  such  a  solution, 
however,  one  must  be  an  incorrigible  optimist.  The  various  states 
will  not  renounce  voluntarily  their  claims  to  substantial  amounts 
of  taxable  income.  This  plan  would  involve  the  scrapping  of 
eleven  different  allocation  methods  for  the  adoption  of  a  uniform 
rule,  which  perhaps  would  yi^ld  less  revenue  for  some  states. 

Another  solution  to  the  problem  of  non-uniformity  involves  a 
reorganization  of  federal  and  state  relationships.  As  Professor 
T.  S.  Adams  has  stated,  the  allocation  problem  is  an  *' extraordi- 
nary problem  and  may  require  an  extrawdinary  solution."  Such 
a  reorganization  may  be  effected  along  several  different  lines,  two 
of  which  are  significant  for  the  purpose  of  this  investigation.  In 
the  first  place,  the  '* crediting  principle,''  which  is  used  in  con- 
nection with  the  estate  and  inheritance  taxes,  might  be  extended 
to  the  corporation  income  tax  with  the  provision  for  the  adoption 
of  a  uniform  allocation  procedure  by  the  states.  This  would  involve 
an  indirect  form  of  federal  pressure. 

A  more  thorough-going  solution  to  the  problem  could  be  accom- 
plished by  an  integration  of  federal  and  state  systems  of  taxation 
with  federal  administration.  The  problem  of  allocation  would 
still  be  present,  but  it  would  be  shifted  to  the  federal  government, 
which  would  have  to  select  a  method  for  the  distribution  of  tax 
proceeds  among  the  states.  In  returning  the  proceeds  of  the  cor- 
poration tax,  either  the  plan  of  the  committee  of  the  National  Tax 
Association  or  the  Massachusetts  rule  of  allocation  might  well  be 
followed.  Under  this  arrangement,  non-uniformity  in  allocation 
practices,  which  is  one  of  the  greatest  obstacles  to  a  solution  of 


) 


4 


4 


Introduction 


13 


^Mr4- 


a 


k\  * 


y 


4  \  .» 


the  problem,  would  be  automatically  eliminated  and  the  ground- 
work would  be  laid  for  a  permanent  reform. 

General  Plan  of  the  Report 

The  allocation  probleiA  is  so  comprehensive  that  it  has  been  neces- 
sary to  limit  the  present  investigation  to  mercantile  and  manu- 
facturing corporations,  or  the  so-called  ** business  corporations.'* 
It  is  not  the  intention  to  concentrate  on  the  allocation  method  of 
any  one  state,  but  rather  to  study  the  implications  of  non-uniform- 
ity in  the  practices  of  several  states.  In  following  out  this  purpose, 
the  procedure  is  as  follows :  first,  to  examine  the  legal  and  economic 
bases  of  the  allocation  problem  and  to  analyze  the  question  of 
method;  second,  to  describe  the  chaotic  situation  which  prevails 
in  the  states ;  third,  to  analyze  the  results  of  non-uniform  practices ; 
fourth,  to  compare  the  model  proposals  which  have  been  made  for 
the  solution  of  the  problem,  all  of  which  are  predicated  upon  the 
condition  of  uniformity;  and,  finally,  to  consider  the  methods  of 
accomplishing  uniformity  in  allocation  practices. 
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CHAPTER  I 
PROBLEMS  IN  THE  DISTRIBUTION  OF  THE  TAX  BASE 

Income  Subject  to  Allocation 

The  allocation  of  corporate  income  among  two  or  more  states  is 
one  part  of  the  general  problem  of  distributing  the  tax  base.  The 
first  question  to  be  considered  relates  to  the  composition  of  the 
tax  base  and  consequently  the  income  to  be  distributed  among  the 
taxing  states.  In  general,  the  corporation  income  tax  is  levied  on 
net  income  which  remains  after  the  exemptions  and  the  expenses 
of  doing  business  are  deducted  from  the  gross  receipts.  The  meas- 
ure of  the  tax  in  each  state  consists  usually  of  the  net  income 
which  arises  from  sources  within  the  state.  It  is  not  an  easy  task, 
however,  to  determine  the  real  sources  of  specific  portions  of 
income.  There  are  certain  classes  of  income  which  may  be  specifi- 
cally allocated  to  sources  within  a  given  state  and  which  should  not 
be  included  in  the  income  to  be  apportioned.  For  instance,  divi- 
dends, interest,  rentals  and  royalties  may  be  allocated  to  the  state 
in  which  the  investment  is  made  or  the  property  is  located;  gains 
from  the  sale  of  capital  assets,  or  property  other  than  the  stock  of 
merchandise  that  is  sold  in  the  regular  course  of  business,  may  be 
allocated  according  to  the  location  of  the  property.  After  these 
items  have  been  deducted,  there  remains  a  lump  of  income,  so  to 
speak,  which  is  to  be  distributed  among  two  or  more  states  for 
taxation  purposes.  The  method  of  distributing  this  income  repre- 
sents the  heart  of  the  allocation  problem. 

The  Significance  of  Arbitrary  Allocation  Criteria 

For  industry  as  a  whole,  there  is  no  clear-cut  line  which  sepa- 
rates the  income  to  be  taxed  by  one  state  from  that  to  be  distrib- 
uted among  several  states.  On  a  strict  accounting  basis,  a  fairly 
precise  distribution  of  taxable  income  could  be  effected.  The 
states,  however,  have  resorted  to  arbitrary  criteria  in  determining 
the  income  which  arises  from  business  conducted  within  their  own 
borders.  As  might  be  expected,  no  state  has  ignored  its  own  reve- 
nue requirements.  For  instance,  if  manufacturing  predominates 
within  one  state  and  sales  within  another,  each  state  will  usually 
select  an  allocation  formula  which  will  reflect  and,  in  fact,  magnify 
the  particular  activity  which  is  carried  on  within  the  state.  For 
this  reason,  the  selection  of  allocation  criteria  has  become  a  prob- 
lem of  great  significance.  It  is  the  purpose,  in  this  chapter,  to 
anal.yze  the  bases  as  well  as  certain  problems  arising  from  the  use 
of  arbitrary  allocation  criteria. 

Functional  Classification  of  the  Source  of  Income 

The  selection  of  arbitrary  allocation  criteria  is  predicated  on  the 
assumption  that  these  criteria  adequately  reflect  the  amount  of 
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income  arising  from  various  sources.  In  general,  business  activity- 
represents  the  source  of  corporate  income,  but  such  activity  may 
be  classified  according  to  the  functions  of  manufacturing,  buying, 
assembling  or  processing,  storing  or  warehousing,  and  selling.  It 
is  chiefly  on  the  basis  of  these  functions  that  the  states  claim  the 
right  to  tax  business  income  and  the  existing  allocation  criteria 
reflect,  in  varying  degrees,  the  performance  of  these  functions 
within  the  states. 

» 

The  Relative  Importance  of  Various  Business  Functions 

In  the  construction  of  an  allocation  fraction,  a  fundamental 
question  arises  which  relates  to  the  relative  importance  of  manu- 
facturing, buying,  etc.  Does  the  presence  of  all  of  a  company's 
manufacturing  equipment  within  a  certain  state  entitle  that  state 
to  tax  all  or  only  a  portion  of  the  total  net  income?  For 
instance,  let  it  be  assumed  that  a  corporation  is  engaged  in  a  com- 
bined manufacturing  and  selling  business  which  is  spread  over 
several  states.  About  half  of  its  real  estate  and  tangible  personal 
property  is  located  within  the  state  of  manufacture,  while  the 
remainder  of  such  property  is  located  in  other  states  where  the 
sales  occur.  Can  it  be  assumed  that  one-half,  or  less,  of  the  net 
income  should  be  allocated  to  the  state  of  manufacture  for  taxa- 
tion purposes? 

A  situation  similar  to  the  assumed  case  arose  in  the  state  of  Con- 
necticut, which  has  an  allocation  formula  based  on  the  ratio 
of  property  within  and  without  the  state.  In  a  famous  case,^  it 
was  shown  that  a  corporation  had  forty-seven  per  cent  of  its  real 
estate  and  tangible  personal  property  within  Connecticut,  while 
eighty  per  cent  of  its  gross  earnings  arose  from  the  sale  of  manu- 
factured products  outside  of  the  state.  Under  the  Connecticut  rule, 
the  corporation  was  taxable  on  forty-seven  per  cent  of  its  income. 

What  is  the  relative  importance  of  the  manufacturing,  buying, 
warehousing  and  selling  functions  in  the  case  of  a  Delaware  cor- 
poration which  has  its  manufacturing  plant  located  in  Massachu- 
setts, purchases  its  raw  materials  in  Connecticut,  warehouses  the 
goods  in  New  Jersey,  and  sells  its  finished  products  in  Pennsyl- 
vania, New  York,  and  Ohio?  The  same  question  might  be  asked 
with  reference  to  thousands  of  corporations  in  this  country^  but 

1  Underwood  Typewriter  Company  v.  Chamherlain,  254  U.  S.  113  (1920). 
Discussed  at  P.  38. 

2  The  danger  of  a  general  rule  relative  to  the  importance  of  manufac- 
turing, selling,  warehousing,  etc.,  is  realized  in  scanning  Poor's  Manual.  The 
following  cases  are  typical: 

Aluminum  Co.  of  America 

"Owns  bauxite  deposits  in  Saline  County,  Arkansas,  from  which  it 
secures  some  of  its  aluminum  ore.  The  most  of  the  company's  ore  comes 
from  South  America.  The  mining  plant  in  Arkansas  has  in  operation 
crushing  and  drying  apparatus  and  a  short  connecting  railroad  between 
the  plant  and  the  Rock  Island  and  Iron  Mountain  Railroads.  The 
bauxite  is  shipped  to  a  refining  plant  at  East  St.  Louis,  Illinois,  where 
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no  categorical  answer  can  be  given;  each  case  must  be  handled 
according  to  the  facts  and  circumstances.  The  variety  of  indus- 
trial conditions  seems  to  preclude  generalization.  The  opinion 
prevails  widely  that  to  secure  even  an  approximately  satisfactory 

the  impurities  are  removed.  Company  has  reduction  works  where  alumi- 
num is  made  at  Niagara  Falls  and  Massena,  N.  Y.,  Alcoa,  Tenn.,  and 
Badin,  N.  C;  also  a  wire  and  cabling  mill  at  Massena,  a  general  fabri- 
cating plant  at  New  Kensington,  Pa.,  a  plant  for  the  manufacture  of 
aluminum  bronze  powder  and  aluminum  foil  at  New  Kensington,  Pa., 
and  rolling  mills  at  Niagara  Falls,  N.  Y.,  Edgewater,  N.  J.,  and  Alcoa, 
Tenn. 

General  Mills,  Inc. 

"Company  is  the  largest  producer  of  flour  in  the  world,  and,  in  addi- 
tion, produces  a  complete  line  of  commercial  feeds  and  various  cereal 
products  .  .  .  Branch  oflSces  are  maintained  in  69  cities.  Com- 
pany owns  and  operates  mills  located  in  23  different  cities.  .  .  .  The 
largest  mills  are  located  in  Minneapolis  and  Buffalo.  .  .  .  Other  mills 
are  located  in  Illinois,  Kentucky,  Kansas,  Oklahoma,  Texas,  Montana, 
Washington,  California,  Missouri,  Oregon,  Ohio  and  Utah.  In  addition  to 
these  facilities  for  flour  manufacturing,  the  Company  owns  and  operates 
eight  plants  for  the  production  of  special  and  poultry  feeds,  two  modern 
plants  for  the  manufacture  of  cereals,  valuable  water  power  rights  on 
the  Mississippi  and  Missouri  rivers  and  a  complete  experimental  farm 
near  Detroit,  Michigan. 

Crane  Co. 

"Established  ...  to  manufacture  and  deal  in  valves  and  fittings 
in  brass  and  iron  for  all  pressures  of  steam,  gas,  oil  and  water;  steam 
specialties,   wrought  and   steel   pipe,   etc.      .      .  Plants   located  at 

Chicago,  Bridgeport,  Conn.  .  .  .  Birmingham,  Ala.;  and  North 
Tonawanda,  N.  Y. ;  branches  in  New  York,  Philadelphia,  Cincinnati, 
Kansas  City,  Omaha,  Sioux  City,  St.  Paul,  St.  Louis,  Los  Angeles,  San 
Francisco,  Portland,  Oregon,  Boston,  Baltimore,  Birmingham,  Atlanta, 
Jacksonville  and  New  Orleans,  etc.  In  all.  Crane  Co.  of  Chicago  and  its 
affiliated  companies,  the  Crane  Company  of  Minnesota  and  Crane- 
O'Fallon  Company,  Denver,  Colorado,  had,  as  of  December  31,  1930,  150 
branch  houses,  9  sales  offices  and  4  large  exhibit  rooms  (New  York, 
Atlantic  City,  San  Francisco  and  Chicago)  in  the  United  States,  19 
branch  houses  in  Canada,  2  branch  houses  and  4  sales  offices  in  England, 
1  branch  house  in  France,  1  in  Belgium,  1  in  Mexico,  1  in  Cuba  and  1  in 
Brazil  and  4  sales  offices  in  India. 

Kroehler  Manufacturing  Company 

"Company  manufactures  living  room  furniture,"  .  .  .  Company  and 
its  subsidiaries  operate  nine  modern  and  complete  furniture  manufac- 
turing units.  .  .  .  Plants  are  located  at  Naperville,  Illinois,  Kanka- 
kee, Illinois,  Bradley,  Illinois;  Binghamton,  N.  Y.;  Dallas,  Texas;  Los 
Angeles,  California;  San  Francisco,  California;  Chicago,  111.,  and  Cleve- 
land, Ohio. 

The  Great  Atlantic  &  Pacific  Tea  Company  of  America 

"The  company  controls  through  stock  ownership  companies  operating 
chain  groceries  and  meat  markets  in  35  states  in  the  United  States  and 
in  2  Provinces  in  Canada.  These  stores  are  supplied  by  53  warehouses 
located  in  principal  cities.  The  subsidiaries  also  operate  35  bakeries, 
23  produce  warehouses,  two  butter  warehouses,  one  fish  warehouse,  one 
creamery,  nine  milk  plants,  seven  coffee  roasting  plants,  six  salmon 
canneries,  nine  manufacturing  plants,  three  cheese  plants,  two  laundries 
and  one  printing  plant.  As  of  February  28,  1931,  company  operated 
15,737  stores.'*     Poor's  Manual,  Industrial  Section   (1931)    passim. 
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j  solution  several  factors  must  be  used;  for  example,  the  location 
/  of  property  and  the  situs  of  sales,^  with  the  former  being  weighted 
1     at,  say,  two-thirds  and  the  latter  at  one-third.* 

The  Rule  of  Unity  Versus  the  Separate  Entity  Concept 

A  fundamental  phase  of  the  allocation  problem  relates  to  the 
question  as  to  whether  a  concern  should  be  considered  as  a  unitary 
enterprise  or  as  a  consolidation  of  separate  units.^  According  to 
the__so::C_aJkd__**rule  of  unity,"  an  enterprise  is  considered  as  an 
economic  unit  regardless  of  the  geographical  scope  of  its  activities. 
The  argument  runs  as  follows :  an  integrated  concern  which  is 
engaged  in  manufacturing  in  one  state,  warehousing  its  product  in 
another  state,  and  selling  in  several  states  constitutes  a  unitary 
enterprise  because  the  profits  arise  from  a  series  of  transactions 
which  begin  with  the  manufacture  in  one  state  and  end  with  the 
sale  in  other  states,  and  at  no  point  along  this  sequence  of  activi- 
ties should  there  be  an  independent  accounting.  Profits  are  not 
realized  until  completion  of  the  final  sale. 

The  concept  of  a  separate  entity  is  the  obverse  of  the  rule  of 
unity.  Historically,  the  question  of  distinguishing  between  a  sepa- 
rate-entity and  a  unitary  concern  wa^  of  little  significance  for  the 
two  were  usually  synonymous.  Business  activities  seldom 
extended  beyond  state  boundaries  and  there  was  not  the  confusing 
array  of  affiliated  companies.  This  tradition  has  been  preserved 
in  the  law.  Legally,  a  concern  may  organize  ten,  or  even  a  hun- 
dred, subsidiaries  in  different  states,  all  of  them  being,  nominally," 
separate  corporations;  economically,  they  are  simply  parts  of  a ' '' 
unitary  enterprise.  However,  the  economic  relationship  does  not 
preclude  an  accounting  for  each  unit  of  the  enterprise  in  order  to 
determine  its  financial  status.  The  separate  entity  concept  is 
predicated  upon  the  assumption  that  either  the  individual  units 
or  functions  of  an  integrated  industry  can  be  separated  for  the 
computation  of  an  independent  profit  or  loss.«     If  complete  data 

— .     3  But  there  is  an  absence  of  agreement  regarding  the  situs  of  a  sale.     The 
whole  question  is  shrouded  in  uncertainty. 

4  Several  allocation  formulae  are  predicated  upon  this  assumption.  See 
Part  II  of  the  report. 

5  The  significance  of  this  distinction  will  be  realized  more  completely  in 
connection  with  the  problem  of  allocation  methodology,  which  is  presented 
in  the  next  chapter.  The  use  of  a  fractional  apportionment  is  predicated 
upon  the  rule  of  unity,  while  the  "separate  entity"  concept  is  based  on  the 
assumption  that  the  branches  of  an  enterprise  are  separate  business  units 
and  may  be  treated  as  such  for  accounting  pur])oses.  Legally,  both  methods  are 
acceptable,  although,  when  fractional  apportionment  is  required  by  the  stat- 
ute, separate  accounting  will  be  upheld  only  if  it  can  be  shown  that  the 
allocation  fraction  operates  unfairly  against  the  taxpayer. 

6  It  must  not  be  supposed  that  the  separate  accounting  method  is  predi- 
cated entirely  upon  the  "separate  entity"  doctrine.  Many  of  the  states  allow 
corporations  to  make  a  return  of  taxable  income  on  the  basis  of  a  separate 
accounting,  but  in  connection  therewith  the  states  may  permit  or  require 
a  consolidated  return  of  income.  This  is  a  fairly  recent  practice  among  the 
states  and  represents  a  new  emphasis  upon  the  unitary  theory. 


4 


Allocation  of  Corporate  Income  for  State  Taxation    21 

relative  to  costs  and  prices  are  available,  it  may  be  possible  to  com- 
pute the  manufacturing,  buying  and  selling  profit  and  to  segregate 
the  profits  according  to  the  jurisdiction  in  which  they  are  earned.' 
In  view  of  the  complexity  of  modern  intercorporate  relation- 
ships, it  is  futile  to  argue  the  question  as  to  whether  a  selling  unit, 
or  some  geographically-separated  subsidiary,  constitutes  a  separate 
entity  or. is  an  integral  and  inseparable  unit  of  the  whole  enter- 
prise. In  the  past  a  great  deal  of  the  confusion  arose  out  of  the 
legal  conditions  surrounding  the  question,  but  within  recent  years 
both  theories  have  received  judicial  sanction.* 

Relations  Between  Parent  and  Subsidiaries  "^ 

A  basic  problem  arising  out  of  the  concept  of  economic  unity 
relates  to  the  case  of  a  large  concern,  operating  in  several  states, 
which  shows  a  loss  on  its  entire  business,  but  a  profit  from  its  opera- 
tions within  a  single  state.  Should  the  entire  profits  of  the  pros- 
perous unit  be  taxed  in  the  state  where  it  is  located  or  should  the 
prosperous  unit  be  considered  a  part  of  a  losing  venture?  Legally, 
the  jurisdiction  in  which  the  profit  was  earned  is  entitled  to  levy 
a  tax.  If  the  concern  be  regarded  as  an  economic  unit,  however, 
the  net  income  of  the  profitable  branch  is  offset  by  the  losses  of 
other  branches  of  the  business.  It  has  been  argued  by  some  that 
competitive  conditions  may  warrant  the  assignment  of  a  part  of 
the  loss  to  a  profitable  unit.  For  example,  assume  that  a  corpo- 
ration manufactures  in  one  s-tate  and  transfers  the  goods  to  a 
selling  subsidiary  in  another  state  and  that  competitive  conditions 
become  so  altered  that  the  subsidiary  is  forced  to  sell  the  goods 
at  a  price  below  the  figure  at  which  they  were  billed  to  it  by  the 
manufacturing  unit,  or  even  below  the  actual  costs  of  production. 
Under  such  conditions,  there  would  be  a  case  for  assigning  a  por- 
tion of  the  loss  to  the  unit  which  was  unaffected  by  changes  in 
competition.  On  the  other  hand,  if  the  income  has  been  computed 
in  the  regular  manner,  the  profitable  unit  being  charged  with  its 
fair  share  of  the  overhead  expenses,  some  contend  that  no  portion 
of  the  loss  should  be  assigned  to  it. 

The  obverse  of  the  original  case  may  be  assumed,  viz.,  a  large 
enterprise  ^yhich  operates  in  several  states  may  show  a  profit  as 
a  whole,  while  a  subsidiary  within  a  given  state  shows  a  loss.  Com- 
plexity has  been  injected  into  this  situation  because  of  the  legal 
technicalities.  A  case  arose  in  New  York»  in  connection  with  a 
British  corporation  which  reported  no  net  income  in  this  country, 

7  However,  it  may  he  necessary  to  pro-rate  certain  items  of  cost,  such  a^ 
"overhead,"  by  some  arbitrary  rule.     See  P.  25. 

8  Rule  of  unity:  Underwood  Typewriter  Compani/  v.  ChamherJaw,  2.54 
U.  S.  113;  Gorhatn  Manufacturing  Company  r.  Traris,  274  Fed.  97i5. 
Separate  entity:  Standard  Oil  Company  of  Indiana  v.  Thoreaen,  20  Fed. 
(2d)  708;  Hans  Rees'  Sons  v.  State  of  Xorth  Carolina,  51  Sup.  Ct.  385 
(1931).     See  Chapter  III. 

9  Bass,  Ratcliffe  and  dretton.  Ltd.    v.   State   Tax   Commission     133   N    E 
122,  266  U.  S.  27U    Discussed  at  P.  40. 
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although  a  considerable  profit  was  made  in  England.  The  New 
York  Tax  Commission  assessed  the  franchise  tax,  which  is  measured 
by  entire  net  income,  and  it  was  upheld  by  the  Court  of  Appeals. 
According  to  the  New  York  law,  corporations  are  required  to  make 
an  apportionment  of  income  on  the  basis  of  the  proportion  which 
certain  assets  within  the  state  bear  to  the  total  of  such  assets.i'^  The 
net  effect  of  this  practice  is  that  a  corporation  may  be  required  to 
pay  the  franchise  tax  even  though  it  operates  at  a  loss  within  the 
state. 

The  conditions  discussed  in  this  section  are  not  uncommon  and 
may  arise  because  of  the  complicated  intercorporate  relationships 
that  have  developed.     However,  tax  officials  are  inclined  to  regard 
conditions  of  this  sort  with  suspicion  because  many  corporations 
manipulate  their  accounts  in  order  to  show  a  loss  from  business 
operations  in  certain  jurisdictions-^^     Frequently,  it  is  very  diffi- 
cult to  make  a  subsidiary  report  the  income  that  is  actually  real- 
ized.    For  instance,  the  Studebaker  case^-  involved  a  foreign  cor- 
poration in  New  York,  all  of  whose  stock  was  owned  by  another 
foreign  corporation.    The  parent  company  showed  a  profit,  while 
the  New  York  subsidiary,  as  well  as  the  other  subsidiaries  with  one 
exception,  reported  a  loss.    The  losses,  however,  were  absorbed  by 
the  parent  company.     Nevertheless,  through  a  legal  technicality 
the  company  was  enabled  to  avoid  payment  of  the  tax.     In  this 
case,  the  losses  were  irregular  and  nominal;  actually,  they  were 
not  losses  at  all.    The  perpetuation  of  such  legal  obstacles  retards 
a  real  recognition  and  settlement  of  this  problem. 

Consolidated  Returns 

In  the  case  of  a  whole  enterprise  which  shows  a  loss,  but  a  profit 
within  a  single  unit,  or  vice  versa,  it  is  apparent  that  the  amount 
of  taxable  income  which  is  reported  may  depend  somewhat  upon 
the  form  of  the  tax  return.  Should  the  concern  be  required  to 
file  a  consolidated  report  of  its  income  or  should  each  unit  be 
allowed  to  make  a  separate  return  ?i^  In  the  case  of  an  affiliated 
group  of  corporations  whose  activities  are  spread  over  several 
states,  the  income  that  is  reported  by  any  single  unit  of  the  group 
may  be  affected  considerably  by  inter-company  transactions,  many 
of  which  are  of  an  artificial  nature.  In  a  consolidated  return, 
these  items  are  usually  ''washed  out."     It  has  been  shown  that 

10  See  p.  60. 

11  In  this  connection,  see  Magill,  "Allocation  of  Income  by  Corporate  Con- 
tract" (1931),  44  Harv.  L.  Rev.  935.     See  also  P.  47. 

"^^  Studebaker  Corporation  of  America   v.    Gilchrist,   244   N.   Y.    114.      See 

13  In  general,  companies  do  not  have  the  option  of  filing  consolidated 
returns  to  the  states.  Whether  such  a  return  shall  be  filed  is  usually  left 
to  the  discretion  of  the  tax  officials,  and  these  individuals  "have  shown  a 
decided  disinclination  to  permit  consolidated  returns" — National  Indus- 
trial Conference  Board,  State  and  Local  Taxation  of  Business  Corporations, 
( 1931 )   p.  78, 
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the  situation  may  arise  in  which  a  subsidiary  operates  at  a  ridicu- 
lous loss,  while  the  concern  as  a  whole  shows  a  profit.  Another 
aspect  of  the  same  situation  is  that  the  group  as  a  whole  may  show 
no  federal  net  income,  while  the  members  that  are  located  in  some 
state,  e.  g.  Connecticut,  show  taxable  income.^*  In  many  instances, 
such  a  condition  is  legitimate.  The  chief  difficulty  is  that  all  trans- 
actions between  corporations  which  are  owned  or  controlled  by 
the  same  persons  appear  to  be  artificial  because  they  have  not  met 
the  test  of  dealing  at  arm 's  length.  This  problem  is  further  inten- 
sified in  state  taxation  by  the  fact  that  some  corporate  members 
of  an  affiliated  group  are  usually  located  outside  the  local  jurisdic- 
tion.^^ A  further  difficulty  arises  when  the  consolidated  corpora- 
tions are  not  engaged  in  the  same  or  similar  business  and  also 
where  there  are  variations  in  the  percentage  of  return  per  dollar 
invested.^^ 


i*See  Singer  Manufacturing  Company  v.  Gilpatric,  98  Conn.  192,  in  which 
the  Connecticut  members  were  held  taxable. 

15  Ralph  C.  Jones,  "Present  Problems  of  the  Consolidated  Return"   (1929), 
Proceedings,  National  Tax  Association,  P.  420. 

16  Ralph  S.  Marshall,  **What  is  Income  for  New  York  Franchise  Tax  Pur- 
poses", The  Tax  Magazine,  March  1931. 
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CHAPTER  II 

METHODOLOGICAL  ASPECTS  OF  INCOME 

SEGREGATION 

Problem  of  Method 

nes?^eTme  ItXlt^^^^^^  *^  ^^^  ^-tribution  of  busi- 

ological  nature.  The  wTs  Zut^^Tr^^''''^  ^^  ^  ^^^^^d- 
distribution  be  effected  by  the  mettd  "^nf  ^'  ^"""f ^"^ ''  ^^^^^^  ^he 
by  the  more  arbitrary  procedureTf  ^n  .n  ^T""^}^  accounting  or 
distinction  really  lies  tL  kev  tn  t^l  ^"i^^^^^^i^^  fraction.  In  this 
the  use  of  a  fraLralSod  should  ^^^^  ""^^r'  theoretically, 
total  net  income  to  the  Several  staf  p.  .f  ""'^^  1^"  '^^^  ^^^^t  of 
corporation  were  permitted  to  ca^^^^^^  ^'  ^^^^^^^'  ^^  ^^«h 

according  to  standard  acc^  L™^^^^^^^        7^,  taxable  income 
impossible  to  obtain  sufficient  d«t/f?  Unfortunately,  it  is 

which  this  ideal  is  attained     Tn  ^hl  F'l^^^^^^g  the  extent  to 

that  the  existing  noSormnr^^^^^^^^^       ^T^^^/'  ^'  ^  indicated 
more  income-ffequent^v  Pvf  J  ^^  ^^^  ^^^^  *«  taxation  of 

taxpayers'  income^thaS^wS^  ^f""^''^  ^''  ''^'  ''  the 

a  uniform  fractional  methXwere^^^^^^^^^  '''''''''  ^^^^^^^ing  or 

Types  of  Allocation  Methods 

Fractional  Apportionment.— The  m  9fh  nri  r.f  f      ^-       . 
/   tionment  is  an  arbitrary  ^^nh^fi+nfi  /  ^lethod  of  fractional  appor- 
penses  and  reveCs     tL  S/nt^^"^  a  detailed  allocation  of  ex- 
an  apportionment   s  called  the  a"^^^^^ 

defined  as  the  ''means  Xreby  the  t^^^^^^  "^^  '^  ^^^  been 

valuation  of  a  business  cor^cernk.nli>^^^^  .^^^  ^^  ^^^  t^t^l 

jurisdiction  to  avoid^he  weH  n  ^^       '^  t^'^^  ^  ^^*^^  ^^  ^  ^^^en 

that  jurisdiction!  byltemSe^r^^^^^^       '^'^  '^  "^^^^^^^  *« 
value  which  wou  d  be  aecoiS  f      .^P^^^^c  elements  of  income  or 

ness  done  thlre^n  were  e^^^^^^^ 

Under  such  a  r^PviJl   fl     •  •  ^  separate  accounting  unit  "^ 

inglo  tre  prot/tlons  wir^"'  ''.  ""T^^^  ^^  ^^^  ^^^^  accord- 
•  arbitrary  elemenrsuch  ^Ll^c  ^""^  ^^^^^^^  the  state,  of  certain 
combinaLnTfTese  S^^^  '^t'o^T"'^f'  'f'}^^  ^^Penses  or  some 
fraction  is  applied  to  threntitTf'^^  *"  this  method,  -a  general 
of  the  entire  net  ncome  of  Z  T?'^t'  ^^^  ^  fractional  share 
assigned  to  the  fore^TstatP  ^r  ■  '^^f}''''^^  i«  allocated  or 
to  impose  the  tax.  '"^  ^"^  Jurisdiction  which  is  attempting 

ciation,  P.  152.  l^^^y),  Proceedings,  National  Tax  Asso- 

Nati^n^r'TaJ-AlsodatL^^^^  Apportionment"    (1931),   Proceeaings, 

£24] 


Separate  Accounting. — A  strict  application  of  the  separate 
accounting  method  involves  the  treatment  of  a  branch  of  the  busi- 
ness enterprise  as  an  independent  entity  or  as  a  separate  account- 
ing unit.  A  subsidiary,  of  course,  is  considered  as  an  independent 
corporation.  Such  a  separation  of  units  within  an  enterprise  may 
entail  the  calculation  of  selling  profit,  as  distinct  from  manufac- 
turing profit  or  from  buying  profits.  Furthermore,  it  is  recognized 
that  separate  accounting  consists  not  of  a  single  method  but  of 
many  different  methods  which  will  vary  according  to  the  conditions 
within  an  enterprise. 

As  contrasted  with  the  arbitrary  character  of  an  allocation  frac- 
tion, this  method  is  relatively  exact.  The  two  methods,  however, 
"are  not  absolutely  distinct.  Under  separate  accounting,  many 
expenses  and  some  receipts  must  be  allocated  by  pro-rating  on  some 
appropriate  basis.^  Pro-rating  is  a  species  of  fractional  apportion- 
ment; but  under  the  method  of  separate  accounting  pro-rating  is 
used  only  where  necessary,  and  then  the  basis  of  the  pro-rating 
varies  with  each  expense  or  item  of  revenue  in  (question.  More- 
over, and  more  important,  under  a  method  of  separate  accounting, 
functions  and  departments  of  the  business  not  represented  in  the 

foreign  tax  jurisdiction,  do  not  come  into  the  picture  at  all 

The  essential  difference  between  the  two  methods  is  found  not  so 
much  in  the  use  of  what  may  be  called  fractional  pro-rates,  as  the 
application  of  such  pro-rating  to  the  entire  net  income."* 

It  is  beyond  the  scope  of  this  study  to  analyze  the  various 
accounting  methods  that  may  be  followed  by  a  large  enterprise 
in  determining  the  profits  attributable  to  the  activities  wdthin  a 
single  state  or  in  segregating  the  manufacturing,  selling  and  buy- 
ing profits.  It  is  obvious,  however,  that  a  detailed  distribution  of 
taxable  income  is  preferred  by  many  concerns,  and  particularly 
those  which  are  equipped  with  adequate  accounting  facilities. 

Empirical  Methods. — Empirical  methods  are  used  frequently  in 
England,  Germany  and  France  and  by  the  federal  government 
in  the  United  States.  In  general,  this  type  of  allocation  is 
resorted  to  as  an  alternative  to  separate  accounting  and  in  prefer- 
ence to  a  fractional  apportionment. 

The  usual  reason  for  disregarding  the  results  of  the  separate  accounts  and 
resorting  to  some  empirical  method  is  that  the  accounts  show  little  or  no 
profit.  Not  infrequently,  this  results  from  the  enterprise  invoicing  goods  to 
the  branch  at  so  high  a  price  as  to  restrict  the  profit  realized  by  the  branch 
when  the  goods  are  sold,  or  to  excessive  charges  made  for  interest,  services, 
royalties,  or  on  some  other  account.  In  view  of  the  difficulties  of  ascertaining 
what  is  an  appropriate  invoice  price,  the  tendency  on  the  part  of  tax  officials 
is  not  to  try  to  ascertain  a  fair  price  but  to  turn  at  once  to  a  comparison 
of  the  percentage  of  net  profit  to  gross  turnover  of  similar  businesses,  or  to 
employ  some  other  empirical  method.    .    .    .    This  percentage  may  be  taken 

3  It  may  happen  that  some  item  of  expense,  such  as  "overhead,*'  cannot  be 
allocated  definitely  to  any  single  unit  of  the  undertaking,  but  must  be  appor- 
tioned on  the  basis  of  some  presumptive  rule,  such  as  the  ratio  of  gross 
receipts  within  and  without  the  jurisdiction. 

♦  Adams,  op.  cit.,  P.  346. 
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finHo^Ql.  -.^^^T  »".,France,  Germany  and  Great  Britain,  but  in  the 
iiJor  +  .  If-  <^^d^"a^^iy  used  merely  as  a  lever  to  prevail  upon  the  tax- 

payer to  correct  his  accounts  so  as  to  reveal  the  true  income 

«n!nw  ^""P^^P^^  methods  include:    (1)  assessment  on  the  basis  of  an  agreed 
amount,   sometimes  resulting  from   an   estimate  of   income,   sometimes   from 
applying   an   agreed   percentage  to   turnover,    and   usually   employed   over    a 
period  of  froni  three  to  five  years  (Germany  and  Great  BHtain)  ;    (2)   assess 
ment  on  the  basis  of  the  normal  rate  of  interest  on  the  capita    invest^  Tn 

with  [hrratio^nf";^"^^'  ^'\  -PP-tionment  of  total  inconfe  in  accorlan  e 
with  the  ratio  of  turnover,  of  assets,  or  with  a  combination  of  both  elements 
as  IS  provided  in  the  regulations  of  the  United  States  Income  Tax  ActJ 

The  Case  for  Fractional  Apportionment 

Fractional  apportionment  seems  well  entrenched  as  the  domi- 
nant method  of  allocating  income  among  the  American  states. 
As  stated  previously,^  the  use  of  this  method  is  predicated  on  the 
r^  !  ?*.^°^*^-  J"^  ^^  important  case^  on  this  point,  the  court  held 
that  the  profits  were  largely  earned  by  a  series  of  transactions 
beginning  with  the  manufacture  in  Connecticut  and  ending  with 
the  sale  m  other  states.  ...  The  legislature  in  attempting  to  put 
upon  this  business  its  fair  share  of  the  burden  of  taxation  was 
taced  with  the  impossibility  of  allocating  specifically  the  profits 
earned  by  processes  conducted  within  its  borders." 

Various  arguments  have  been  advanced  in  support  of  the  frac- 
tional method  of  which  the  following  are  of  chief  importance. 

/  Simplicity.— It  is  pointed  out  that  the  allocation  fraction  is  a 
/  simple  device,  being  based  upon  factors,  such  as  property,  sales 
payroll,  etc.,  which  are  fairly  easy  to  measure.  Only  a  few  definite 
rules  are  necessary  in  making  an  apportionment  of  income,  so  that 
the  problem  is  simplified  greatly  for  the  taxpayer.  Many  conten- 
tious questions  which  would  arise  in  a  state  audit  of  corporate 
accounting  records— such  as  the  allocation  of  overhead  expenses, 
interest  paid  on  debts,  deductions  and  other  general  expense 
items — are  avoided. 

In  general,  complexity  is  undesirable  because  thousands  of  cor- 
porations are  engaged  in  a  combined  local  and  interstate  trade. 
It  IS  imperative,  therefore,  that  a  method  be  adopted  which  is 
readily  applicable  in  the  majority  of  cases.  The  fractional  device 
meets  this  requirement. 

Finally,  the  allocation  fraction,  from  an  administrative  stand- 
point, is  an  economical  and  efficient  method  for  distributing  tax- 
able income.  To  audit  tax  returns  which  were  based  strictly  on 
accounting  records  of  corporate  taxpayers  would  cause  increased 
administrative  expense  and  greater  delay  than  is  involved  in  the 
administration  of  the  fractional  system.  Elaborate  administra- 
tive processes  simply  clog  up  the  fiscal  machinery. 

5  Carroll,    M.    B.,    "General    Survey   of   Allocation    Methods,"    Taxation   of 
Foreign  and  National   Enterprises   in  France,    Germany,   Spain,    the    United 
Kingdom    and   the    United   States   of   America    (1932),    League    of   Nations 
Geneva,  P.  21  f.  ' 

6  P.  20. 

"^Underwood  Typewriter  Company  v.  Chamberlain,  254  U.  S.   113    (1920) 
See  P.  38. 
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The  Element  of  * '  Good  Faith.  ' ' — The  proponents  of  fractional 
apportionment  claim  that  this  method  is  followed  because  of  the 
unwillingness  of  the  taxpayer  to  deal  fairly  with  the  government. 
The  existence  of  ''good  faith,"  they  say,  cannot  be  assumed. 
If  taxpayers  were  permitted  to  file  income  tax  returns  solely  on 
the  basis  of  their  accounting  records,  there  would  be  a  temptation 
to  resort  to  large-scale  manipulation  of  accounts  in  order  to  reduce 

tax  liability. 

The  negative  aspect  of  this  question,  as  well  as  the  raison  d'etre 
of  fractional  apportionment,  has  been  cogently  stated  by  Professor 
Adams:  ''The  case  for  fractional  apportionment  rests  largely 
on  the  inability  or  unwillingness  of  tax  authorities  to  take  the 
trouble  to  satisfy  themselves  about  the  good  faith  of  returns  made 
by  individual  taxpayers."^ 

Flexibility.— It  is  also  claimed  that  the  allocation  fraction  is 
not  necessarily  an  inflexible  device.  Obviously,  there  is  no  single 
fraction  or  rule  which  is  suitable  for  all  indusftries.  For  this 
reason,  provision  is  usually  made  for  the  use  of  an  alternative 
rule  if  it  can  be  shown  that  the  statutory  formula  operates 
unfairly. 

Frequent  Necessity  of  Using  an  Arbitrary  Method. — Cases 
often  arise  in  which  the  use  of  an  arbitrary  method  seems  unavoid- 
able. For  instance,  a  large  concern  which  operates  in  several  states 
may  have  more  or  less  of  a  monopoly  of  the  products  in  which  it 
deals.  The  tax  commissioner,  in  the  process  of  auditing  the  tax 
return,  will  be  faced  with  the  difficulty  of  determining  whether  or 
not  a  fair  billing  price  is  used,  that  is  the  price  at  which  the  goods 
were  sold  by  the  factory  in  State  A  to  the  selling  unit  in  State  B. 
If  the  manufacturing  concern  were  selling  to  an  independent  cus- 
tomer in  State  B,  or  if  other  concerns  were  engaged  in  a  similar 
business,  it  might  be  possible  to  obtain  comparative  figures  for 
checking  the  final  and  intermediate  sales  prices.  In  the  absence 
of  such  concerns,  however,  no  independent  factory  or  production 
price  will  be  available.  It  will  be  necessary,  therefore,  to  resort 
to  a  fractional  apportionment  or  to  an  empirical  rule,  and  espe- 
cially  if   there   are   reasons   for   doubting  the   integrity   of   the 

concern. 

As  an  additional  argument,  "the  testimony  of  experienced 
accountants  is  that  a  system  of  separate  accounts  for  branches  or 
subsidiaries  is,  in  the  majority  of  cases,  impracticable.''^ 

Revenue.— It  is  contended  that  more  revenue  is  obtained  from 
the  use  of  the  fractional  method  than  would  be  if  the  separate 
accounting  method  were  generally  adopted.  There  is  no  ground 
for  such  an  assumption,  however,  unless  corporations  are  taxed 
on  more  than  one  hundred  per  cent  of  their  income.    It  is  probable 

8  Letter  from  Dr.  T.  S.  Adams  to  the  writer  under  date  of  August  18,  1931. 

9  "Report  of  the  Committee  on  Uniformity  and  Reciprocity  m  State  Tax 
Legislation"  (1931),  Proceedings,  National  Tax  Association,  P.  306. 
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more  revenue  than  it  would  Tf,  P'^P^'-ty  and  sales,  obtains 
as  a  combination  of  property  mv  rT  T'*f''  method-such 
if  a  separate  aecounti^rwerJpeSed  '"'  ^^'^^^^^  "^^^  <- 

tioual  apportZm^nt  The  I^'^^^'^'y  "^  ^^^  "^^thod  of  frac 
nificanee  unless  predicated  f,n  '  r^^^ent^  ««  of  little  sig- 
If  a  uniform  rSeSfoilLd?f»M    T**"'""   °*   uniformity. 

apportionment  could^ra7ron^Ksr^siSiiSy^^^^^^^^^^ 
Objections  to  the  Fractional  Method 

the  other  advLtages  wt H^ f Lmed  if  i^T t^lF  V  "^"  ^^ 
objections  liave  been  advanced  acaintt  tv^  n  .•  '  „  ^^"merous 
which  the  following  are  LSnS  °''*''"  ^'•"'^"°°'  ''^ 

wht^LsT/ereT^s\ptTo?^T■''''^  ^'^"'"-^    "^   --Plic'ty, 

involve  a  subordiltTon'^of  alrTcv'L"!"''''"''*'""'"''";'  '^  ^^'^  t;^ 
The  use  of  allocation  ratinfnlS  ««»\enience  and  simplicity, 
facts  of  the  case  inasmuch  ^i^thpf  consideration  of  the  actual 
tive  indicia,  such  asTonertf  or  «=.r  ■t^''"  '"^"'^  "P°°  Presump- 
Furthermore  it  fsdoubtf'^1  if  t^i''  ^/thin  and  without  the  state, 
ment  is  approVed  bv^he  1'  •  •!  ^^'*/'"  °*  fractional  apportion- 
scarcity  of  allocation  c^^e.  h^^'^l  "*  taxpayers.  The  relative 
of  satis^factoS^rCt"  rh%x  LV^trdf  ^the  ^as'-f^*''"^ 
^e"  :nT™^ent  S"  afc  'i^'^^^r^^^^^ 

commission  ^t^^^^^^^Zft  VVll 

^   tra1rrhrr:rr"ortIe;ira\irr%'^''^'''''*r  "-^'^^^  *«  the  arbi. 
whether  a  fraetfon  that  ifw  i'"*'^"-.  ■^^^'''  «"  '*  ^^  doubtful 
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The  allocation  fraction  is  arbitrary  and  inadequate  in  many 
respects  when  applied  to  the  profits  of  an  integrated  concern.  A 
detailed  accounting  may  be  necessary  in  order  to  show,  with  a  high 
degree  of  accuracy,  the  amount  of  income  arising  within  different 
jurisdictions.  A  few  of  the  inadequacies  are  indicated  in  the  fol- 
lowing cases,  which,  though  not  exhaustive,  indicate  the  types  of 
problems  arising  in  this  connection. 

Case  1:  Let  it  be  assumed  that  a  corporation  is  engaged  in  the 
production  and  sale  of  a  commodity  which  is  manufactured  in 
State  A,  warehoused  in  State  B,  and  sold  in  State  C.  A  funda- 
mental question  is  raised  in  this  case  relative  to  the  weights  which 
should  be  attached,  in  the  allocation  fraction,  to  the  functions  of 
manufacturing,  warehousing  and  selling.  Should  manufacturing 
be  weighted  at  fifty  per  cent  or  less  ?  Is  the  selling  function  mag- 
nified unduly  by  being  weighted  at  forty  per  cent?  As  a  general 
rule,  what  percentage  of  the  profits  should  be  attributed  to  ware- 
housing? Can  a  single  set  of  percentages  for  allocating  profits 
be  prescribed  for  all  corporations?  In  a  previous  section,^ ^  the 
difficulty  of  determining  the  comparative  importance  of  manufac- 
turing and  selling  was  considered,  the  conclusion  being  that  no 
categorical  answer  could  be  given.  Further  dLscussion  here  would 
be  repetitive. 

Case  2:  An  arbitrary  feature  in  the  application  of  the  frac- 
tional method  is  illustrated  in  the  case  of  a  concern  which  manu- 
factures two  commodities  in  one  state,  only  one  of  which  is  sold 
in  another  state.  For  instance,  assume  that  a  New  York  corpo- 
ration is  manufacturing  two  commodities,  only  one  of  which  is  sold 
in  North  Carolina  and  several  other  states.  What  is  the  result 
from  an  allocation  standpoint  ?  May  North  Carolina  or  any  of  the 
states  in  which  the  concern  is  engaged  in  business  use  the  total  net 
income  from  activities  in  all  of  the  states  as  a  basis  for  calculating 
its  respective  portion  of  the  taxable  income  ?  It  is  probable  that  all 
of  the  states  will  apply  the  allocation  fraction  to  the  figure  of 
total  net  income.^^  Strictly  speaking,  the  fraction  of  each  state 
should  be  applicable  only  to  the  income  that  is  derived  from  the 
commodity  which  is  manufactured  or  sold  within  its  borders, 
that  is,  income  from  the  two  commodities  should  be  segregated. 
To  use  the  entire  net  income  under  such  circumstances  might  work 
injustice  against  the  taxpayer. 

The  legal  aspects  of  this  situation  are  illustrated  in  the  Gorham 
Case.^^  The  income  of  the  enterprise,  as  reported  to  the  federal 
government,  included  profits  from  a  combined  silverware  and 
munitions  business,  the  latter  being  localized  in  Rhode  Island.  The 
New  York  fraction,  however,  was  applied  to  the  entire  net  income. 


t\ 


11  P.  18  et  seq. 

12  Some  of  the   states   allow  a  credit,   a   few  allow  only  a   deduction   for 
income  taxes  paid  in  other  states. 

13  Gorham  Manufacturing  Co.  v.  Travis,  274  Fed.  975.     See  P.  38. 
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In  upholding  such  an  application  of  the  New  York  fraction,  the 
court  said:  ''Any  effort  at  allocation  must  be  more  or  less  arbi-. 
trary  and  fictitious.  .  .  .  in  a  business  which  is  a  unity,  it  is 
impossible  to  break  up  the  parts  and  satisfactorily  assign  to  any 
piece  a  corresponding  part  of  the  income." 

Case  3:  It  happens  frequently  that  a  concern,  in  addition  to 
its  business  of  manufacturing  and  selling,  derives  income  from 
investments,  which  are  localized  in  a  single  state.  Assume  that  a 
New  York  corporation,  which  is  engaged  in  business  in  several 
states,  shows  a  profit  of  $20,000,000,  while  an  additional  profit  of 
$5,000,000  is  derived  from  its  investments  in  New  York.  The 
allocation  to  other  states  should  exclude  entirely  the  profits  from 
investments.  Nevertheless,  some  of  the  states  attempt  to  tax  a  part 
of  total  income,  although  it  may  not  be  derived  from  business 
conducted  or  investments  made  within  their  borders. 

Case  4:  Finally,  the  allocation  fractions  in  two  states^*  are  based 
on  a  segregation  of  assets  which,  under  the  legal  interpretation  of 
a  franchise  tax,  may  entitle  the  state  to  tax  a  portion  of  the  profits 
even  though  nothing  is  earned  within  the  particular  state. 
Assume  that  a  concern  has  one-half  of  its  assets  within  State  A, 
which  requires  that  allocation  be  made  on  the  basis  of  segregated 
assets.  The  enterprise  shows  a  total  net  profit  of  $4,000,000,  none 
of  which  is  earned  within  State  A.  Nevertheless,  fifty  per  cent 
of  the  assets  are  located  within  the  state  and,  legally,  it  is  entitled 
to  tax  $2,000,000  of  the  profits. 

Dissimilarity  of  Industrial  Conditions. — ^Under  fractional 
apportionment,  a  similarity  of  industrial  conditions  is  assumed 
which  is  actually  non-existent.  Industries  are  not  uniform  and 
conditions  vary  among  different  enterprises  within  a  single  indus- 
try. No  general  apportionment  formula  can  be  constructed  that 
will  apply  equitably  to  all  concerns.  Consequently,  it  is  claimed 
that  the  fractional  method  leads  to  bargaining  and  vacillation. 

Good  Faith. — It  is  asserted  that  there  is  as  much  reason  for 
assuming  the  good  faith  of  taxpayers  as  there  is  for  doubting  it.^^ 
The  stimulus  to  tax  evasion  arises  chiefly  out  of  non-uniform  tax- 
ing practices,  which  are  followed  by  the  states.  It  is  probable  that 
a  minority,  rather  than  a  majority,  of  corporations,  **milk"  their 
subsidiaries  in  order  to  reduce  tax  liability.  **  Prorating  frac- 
tions and  other  likely  devices  should  not  be  adopted  for  fair  tax- 
payers because  they  may  prove  convenient  in  the  case  of  unfair 
and  dishonest  taxpayers.  "^^ 


14  New  York  and  Vermont. 

15  See  P.  27.  It  is  recognized,  of  course,  that  good  faith  is  stimulated  by 
the  administrative  practice  of  charging  penalties  and  additional  assessments 
in  the  case  of  tax  evasion. 

16  Letter  from  Dr.  T.  S.  Adams  to  the  writer  under  date  of  August  18,  1931. 
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Separate  Accounting 

The  Significance  of  the  Billing  Price. — There  are  many  who 
claim  that  the  use  of  the  separate  accounting  method  is  impossi- 
ble because  of  the  absence  of  adequate  accounting  records  or 
because  the  good  faith  of  the  taxpayer  cannot  be  relied  upon. 
A  great  deal  of  the  difficulty  lies  in  the  matter  of  a  fair  billing 
price  for  goods  that  are  transferred  from  one  corporation  to  a 
subsidiary  or  to  an  associated  company.  This  question  is  basic 
and  deserves  consideration  before  presenting  the  arguments. 

In  a  segregation  of  manufacturing  and  selling  profits,  the 
amount  of  the  latter  is  affected  directly  by  the  billing  price 
at  which  goods  are  sold  by  the  factory  to  a  ''selling  subsidiary. "^^ 
But  what  is  a  fair  billing  price?  Apparently,  that  question  can 
be  settled  only  when  an  integrated  concern  is  selling  not  only  to 
its  subsidiaries  but  to  independent  concerns  as  well.  Or,  at  any 
rate,  it  is  desirable  in  making  a  fair  and  impartial  comparison 
that  there  be  manufacturing  and  selling  companies  which  are 
dealing  with  each  other  at  arm's  length,  with  no  interlocking  con- 
trol. However,  there  are  many  difficulties  in  obtaining  a  true 
comparative  picture.  In  the  first  place,  the  entire  output  of  a 
concern  may  not  be  sold  at  the  same  price  nor  yield  the  same 
rate  of  profit.  Secondly,  what  constitutes  a  similar  business? 
If  the  test  of  similarity  involved  the  dealers'  price  on  automobiles, 
a  true  check  would  not  result  from  a  comparison  of  the  billing 
prices  between  Chevrolets  and  Fords.  Under  such  circumstances 
it  may  be  necessary  to  disregard  the  accounting  records  and  calcu- 
late taxable  income  according  to  the  ''percentage  of  turnover," 
or  some  other  empirical  rule. 

Some  companies  follow  the  practice  of  making  inter-company 
or  inter-departmental  prices  according  to  which  all  goods  that  are 
sold  to  foreign  subsidiaries  or  unincorporated  branches  are  filled 
by  the  factory  at  jobbers'  price,  that  is,  the  price  at  which  the 
same  goods  are  sold  to  independent  jobbers.  Such  an  "indepen- 
dent factory  price"  represents  a  billing  price,  which  includes  a 
proportionate  share  of  overhead,  general  interest  charges,  etc.,  so 
that  these  items  are  automatically  allocated.  On  the  other  hand, 
overhead  and  interest  charges  may  not  be  included  in  the  billing 
price,  but  allocated  instead  to  the  branch.  In  such  a  case,  many 
difficult  questions  arise  and  it  is  often  necessary  to  apportion 
overhead  according  to  some  arbitrary  rule. 

Another  aspect  of  the  billing  price  relates  to  its  misuse  in  con- 
nection with  tax  evasion.  It  is  an  effective  device  for  expand- 
ing the  flow  of  profits  into  another  state  which  has  low 
rates  of  taxation  or  perhaps  no  corporate  income  tax.  Analyses 
of  the  income  tax  returns  of  several  concerns  who  sold  to  inde- 


17  When  the  profit  arising  out  of  these  two  functions  is  not  separated,  the 
goods  are  valued  in  the  trading  account  at  net  manufacturing  cost.  Under  the 
segregation  method,  however,  they  are  carried  to  the  trading  account  at  a 
figure  which  represents  a  fair  market  price. 
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pendent  jobbers  revealed  that  the  price  charged  to  independents 
was  much  higher  than  the  price  of  the  same  goods  to  a  related 
company  located  outside  the  state.^«  An  investigation  of  this  sort 
consumes  a  great  deal  of  time  and  money,  and  when  it  results  in 
proof  of  an  attempt  to  defraud  the  state  the  officials  naturally 
become  reluctant  to  leave  the  computation  of  taxable  income  to 
the  discretion  of  the  taxpayer. 

The  proponents  of  fractional  apportionment  claim  that  an  inde- 
pendent factory  price  does  not  exist  in  a  sufficient  number  of 
cases  to  warrant  its  general  adoption  as  a  basis  for  allocation  pro- 
cedure. Furthermore,  in  the  absence  of  an  independent  factory 
price,  little  aid  could  be  derived  from  the  use  of  comparative 
prices.  Under  the  circumstances,  therefore,  the  use  of  an  alloca- 
tion fraction  would  seem  to  be  the  alternative. 

Such  a  conclusion,  however,  does  not  necessarily  follow.  In  the 
opinion  of  Professor  Adams: 

It  is  possible,  even  probable,  that  where  there  is  no  true  independent  fac- 
tory price,  better  results  would  be  achieved  by  building  up  such  a  price,  than 
by  getting  the  answer  through  the  rough  and  arbitrary  process  of  a  general 
apportionment  fraction  applied  to  the  entire  net  income.  It  is  quite  possible 
that  state  tax  commissions  and  other  administrative  bodies  could  lay  down 
rules  for  determining  the  independent  factory  price  that  would  be  reasonably 
simple  and  fair  to  the  taxpayer. 

This  problem  arises  in  acute  form  under  the  Canadian  sales  tax,  and  the 
administrative  authorities  seem  to  have  no  great  difficulty  in  reaching  a 
factory  price,  either  by  working  back  from  the  sales  price  (deducting  there- 
from a  proper  percentage  for  distributing  costs  and  profit)  or  by  adding  to 
the  factory  cost  of  production  a  proper  manufacturers'  profit.ia 

Objections  to  the  Use  of  Separate  Accounting. — Expense  and 
Difficulty  of  Administration.— The  expense  of  auditing  returns, 
if  the  majority  were  filed  on  the  basis  of  separate  accounting, 
would  be  very  high.  Administrative  difficulties  increase  as  busi- 
ness becomes  more  highly  integrated.  It  would  be  an  impractical 
and  almost  futile  procedure  for  a  tax  commissioner  to  undertake 
an  audit  of  such  highly-integrated  concerns  as  the  United  States 
Steel  Corporation  or  the  Ford  Motor  Company.  In  order  to 
obtain  comparative  statistics,  it  would  be  necessary  to  make  a 
detailed  investigation  of  enterprises  that  are  engaged  in  a  com- 
bined local  and  interstate  trade;  this  would  be  expensive  to  the 
state. 

Discrimination  Unavoidable.— It  is  alleged  that  discrimination 
would  inevitably  arise  because  of  the  many  detailed  aspects  of 
accounting  procedure  which  would  require  interpretation.  This 
would  result  in  heavier  taxes  for  some  individuals  and  escape  from 
taxation  for  others. 


Impossibility  of  Standardizing  Accounting  Systems. — On  account 
of  the  complexity  of  many  accounting  problems  it  would  be  difficult 
to  formulate  general  rules  to  be  followed  by  taxpayers  in  calculat- 
ing taxable  income.  The  peculiar  conditions  of  industry  necessi- 
tate a  variety  of  allocation  systems  which  cannot  be  standardized.^^ 
In  the  absence  of  such  simplification  of  accounting  technique, 
opponents  of  the  separate  accounting  method  claim  that  it 
would  be  impossible  to  provide  an  adequate  administrative 
supervision. 

Separate  Accounting  Theoretically  Unsound. — It  has  also  been 
contended  that  there  is  no  economic  foundation  for  the  judicial 
sanction^^  of  separate  accounting;  it  is  unsound  theoretically  and 
is  inconsistent  with  the  concept  of  economic  unity.  No  profit  is 
actually  realized  from  any  phase  of  an  integrated  business  until 
the  final  sale  is  consummated.  Business  processes — manufacturing, 
warehousing  and  selling — cannot  be  separated  for  the  computation 
of  an  independent  profit.  Some  concerns  make  the  mistake  of 
calculating  an  accrued  profit,  which  may  vanish  entirely  if  wide 
declines  in  price  occur  before  the  final  sale  is  completed. 

Creation  of  Friction  between  Taxpayers  and  Administrators. — 
Many  administrative  officials  object  to  a  separate  accounting 
because  they  are  anxious  for  simplicity  in  administration  and  the 
formulation  of  rules  to  be  followed  in  a  fairly  uniform  manner. 
It  is  claimed  that  ''separate  accounting  is  indefinite  and  leaves 
open  too  many  disputable  points  to  cause  friction  between  the  tax- 
payer and  the  official  administering  the  law.     Nearly  every  case 

involves  the  injection  of  some  arbitrary  factor It  is  better 

that  these  factors  should  be  settled  by  the  statute.  "-- 

The  Case  for  Separate  Accounting. — The  case  in  favor  of  sepa- 
rate accounting  is  apparent  throughout  the  preceding  sections 
which  deal  with  the  objections  to  fractional  apportionment  and  to 
separate  accounting.  It  is  unnecessary,  therefore,  to  state  in  posi- 
tive form  the  possibility  and  advantages  of  developing  such  an  allo- 


^»  Palmolive  Company  v.  Conway,  43  Fed.  (2d)  226.  This  case  is  dis- 
cussed at  P.  49.  See  also  Magill,  Allocation  of  Income  by  Corporate  Contract 
(1931),  44  Harv.  L.  Rev.  935. 

19  Letter  from  Dr.  T.  S.  Adams  to  the  writer  under  date  of  December  7, 
1931. 


20  According  to  Professor  Hatfield,  "It  is  impossible  to  frame  a  system  of 
cost  accounting  applicable  to  establishments  of  different  character.  Iron 
works  producing  a  single  form  of  staple  commodity,  a  factory  m^-king  a  few 
standard  grades  of  cloth,  each  involving  a  succession  of  separate  processes, 
works  manufacturing  special  machines  where  it  is  desirable  to  learn  the  cost 
of  the  entire  machine  and  of  each  of  its  parts,  and  a  shipyard  undertaking 
special  contracts,  each  needs  an  entirely  different  system  of  keeping  its  cost 
accounts.  No  general  scheme  of  forms  can  be  outlined  which  will  apply  to 
all  of  them.  Nor  can  a  scheme  be  outlined  which  will  apply  in  detail  to  the 
different  individual  establishments  of  a  single  class  of  undertakings.  .  .  . 
Even  to  describe  a  system  serviceable  to  a  particular  establishment  .  .  . 
would  require  so  extended  a  treatment  as  to  exclude  it  from  a  treatise  on 
the  general  principles  of  modern  accounting."  H.  R.  Hatfield,  Accounting, 
Its  PTindples  and  Prohlemst  (D.  Appleton  &  Co.,  New  York,  1928),  P.  397  f. 

21  See  P.  42. 

22  Letter  from  Commissioner  Henry  F.  Long  of  Massachusetts  to  the  writer 
under  date  of  September  22,  1931. 
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cation  technique.    The  purpose  of  this  section  is  to  mention  certain 
nnal  considerations  favorable  to  this  method. 

In  the  first  place,  it  is  not  contended  that  the  method  of  separate 
accounting  could  be  used  in  every  case.    In  the  absence  of  an  inde- 
pendent factory  price,  resort  might  be  made  to  an  empirical  or  to  a 
fractional  method.    Secondly,  under  any  system,  certain  individuals 
may  attempt  to  manipulate  accounts  in   order  to  reduce  their 
l^T'  1.  }^  'n  ^  Pf  ^^nial  difficulty,  but  it  could  be  minimized 
somewhat  if  all  of  the  states  adopted  the  corporation  income  tax. 
J^mally,    a    greater    degree    of    uniformity    in    the    accounting 
procedure   of   business    corporations   is   desirable   but    not   abso- 
lutely essential.     Uniform  accounting  systems  have  been  deveL 
oped  for  the  railroads  by  the  Interstate  Commerce  Commmissi^ 
and    the    public    service    commissions    have    prescribed    detailed 
systems    of    accounts    for    street    railways,    gas    companies    and 
electric  companies.     From  the  detailed  records  which  are  required 
o±  these  public  utilities,  it  is  fairly  easy,  in  most  cases,  to  segregate 
earnings  for  purposes  of  taxation.     It  is  probable,  however,  that 
SUCH  a  high  degree  of  uniformity  in  accounting  procedure  would 
not  be  possible  for  business  corporations.     Nevertheless,  many  rules 
could  be  formulated  for  the  allocation  of  income  in  specific  cases 
and  these  could  gradually  be  supplemented  with  more  detailed 
requirements.^^ 

Present  Status  of  Methods 

State.— The  method  of  fractional  apportionment  is  followed  as 
a  general  rule  m  nineteen  of  the  twenty-one  American  states  which 
levy  a  tax  on  the  income  of  business  corporations.^*  Apparently 
an  empirical  method  is  never  used.  In  all  but  six  of  the  taxing 
states,  however,  some  provision  is  made  for  the  use  of  an  alterna- 
tive fractional  method  if  it  can  be  shown  that  the  state  formula 
operates  unfairly. 

Separate  accounting  is  permitted  in  seven  states  ^s  if  the  books 
ot  the  company  are  kept  in  such  a  manner  as  to  show  the  amount 
ot  income  from  operations  in  each  state.^^ 

mrJ7  ^"  excellent  statement  of  the  general  accounting  requirements  and 
methods  of  adjusting  accounts  in  the  countries  which  pla?e  the  greatest  reli- 
ance  on   the   method   of   separate   accounting,    see   M.    B     Carroll     "General 

«W^f  nlqP^^T*'^"  Methods",  Taxation  of  Foreign  and  National  Enter- 
prises   (1932),  League  of  Nations,  Geneva,  P.  23  f. 

24  Oklahoma  adopted  the  corporation  income  tax  in  1931,  but  no  allocation 
formula  has  been  prescribed      In  Montana,  separate  accounting  is  required 

25  Mississippi,  Montana,  North  Carolina,  Oregon,  Tennessee  Ind  vSmont 
Wiseons^n"'^''  '"'^'     ^'''''''^^''     M^«^«""'     ^^"tana,     Virginia     and 

rr^a'^  l^  '^  ^"^  '^t  T^f  }^^\  'J^'^^'"  ^'^^^^^^  circumstauces  separate  accounting 

Sn  f o^'fW  *'f?'  '/  P^'^  *T?  ^  J"^^"^^  *^«*'  ^^g^rdless  of  a  statutor^pio 
vision  to  that  effect.     In  such  a  case,  of  course,  it  is  necessary  for  the  tax- 
payer to  prove  that  the   formula   operates   inequitably.     This   is   illustrated 
m  the  Hans  Rees  case,  which  is  discussed  at  P   45  nmstrated 
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Federal. —  In  general,  it  is  believed  that  fractional  and  empirical  methods 
•  should  be  used  only  as  a  last  resort,  as  in  some  instances  they  tend  to  spread 
inequalities  on  an  even  basis,  whereas  such  inequalities  should  be  localized 
and  remedied  through  the  proper  keeping  of  accounts.  In  other  instances, 
they  distort  or  throw  profits  where  they  do  not  belong  under  actual  economic 
circumstances. 

The  method  of  separate  accounting,  subject  to  verification,  is  the  preferred 
method.  If  this  method  is  unsatisfactory  in  the  case  of  the  business  of 
buying  and  selling  or  of  producing  and  selling,  the  percentage  of  turnover 
method  is  considered  more  practical  as  an  alternative  than  the  fractional 
method,  because  the  check  on  the  facts  on  which  it  is  based  can  be  made 
wiyiin  the  country  wherein  the  taxable  income  arises,  and  there  is,  further- 
nlUfc^  less  likelihood  of  error  in  the  facts  themselves  and  difficulty  in 
analyzing  them.  This  method  may  not  be  technically  free  from  error,  but, 
fof  the  classes  of  business  to  which  it  applies  (i.  e.,  industrial  and  mer- 
/cantile),  it  forms  a  reasonable  substitute  for  fair  invoicing  and  keeping  of 
y-/  Inventories  and  for  a  proper  accounting  in  respect  to  the  related  business  to 
which  they  apply.28 

International. — Fractional  Apportionment  Method. — The  status 
of  fractional  apportionment  is  summarized  in  the  Carroll  report  as 
follows  :^® 

The  one  country  in  question  which  regularly  employs  the  method  of  frac- 
tional apportionment  for  determining  the  taxable  profits  of  the  local  branch 
or  subsidiary  of  a  foreign  enterprise  is  Spain.  France  may  use  it  when  the 
method  of  separate  accounting  fails  in  imposing  the  profits  tax,  and  employs 
it  regularly  for  determining  the  proportion  of  the  dividends  distributed  or 
interest  paid  by  a  foreign  corporation  which  is  to  be  subject  to  the  tax  on 
income  from  securities.  This  proportion  is  the  ratio  of  assets  in  France  to 
total  assets,  and  the  term  "asset"  is  broad  enough  to  cover  all  kinds  of  real 
or  personal  property  as  well  as  business  activity. 

The  German  administration,  also,  may  compute  the  income  subject  to  its 
tax  as  a  fraction  of  the  total  net  profit  of  the  foreign  enterprise,  on  the 
basis  of  factors  essential  to  the  production  of  such  income.  The  German 
authorities  may  employ  this  method  even  in  the  case  of  a  foreign  corporation 
with  a  German  subsidiary  company  when  the  two  are  considered  to  form  an 
economic  unit.  This  method  is  used  rarely  in  Great  Britain  and  in  the 
United  States,  and  then  only  in  cases  where  the  foreign  enterprise  has  a 
branch  in  the  country. 

Separate  Accounting. — **The  method  of  separate  accounting  is 
the  method  generally  employed  in  the  United  States  [for  federal 
income  tax],  Great  Britain,  Germany  and  in  France  for  the  com- 
mercial profits  tax."^^ 

Empirical  Methods. — The  status  of  empirical  methods  as  well  as 
the  various  types  which  are  used  in  certain  European  countries 
has  been  presented  in  a  previous  section  of  the  report. ^^ 

28  League  of  Nations,  Taxation  of  Foreign  and  National  Enterprises 
(Geneva,  1932),  P.  250. 

29  League  of  Nations,  op.  cit.,  P.  25  f. 

30  Carroll,  M.  B.,  "Observations  on  Report  of  the  Committee  of  the  National 
Tax  Association  on  Uniformity  and  Reciprocity  in  State  Tax  Legislation" 
(1931),  Proceedings,  National  Tax  Association,  P.  333. 

81  See  P.  25  f . 
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CHAPTER  III 

LEGAL  ASPECTS  OF  THE  ALLOCATION  PROBLEM 

Allocation  and  the  "Commerce  Clause" 

It  has  been  shown  that  the  allocation  problem  was  caused  hv  ti,p 

KuZltte^r^^f  ^'^'^^  beyond'state  brndS'an^  S 
subsequent  attempts  of  the  states  to  tax  the  income  oricinatino. 
from  combined  intrastate  and  interstate  sources     Any  s°t7e  If 

ha7Jo^«'  'S"  P""*'^  '-^^^  "^'^^^  ^  "^tended  to  Tnterltate  acdvity 
had  to  avo  d  commg  into  conflict  with  the  "commerce  clause- of 

wereatirst"'"^'     Jl'^*   ''^''^    constitutionaT  Stion 
subLtl  It   1      -f  !5  «'""«^^'y  stated  by  Professor  Powell:  "The 

/Iambs  with  L!/'*l  as  interstate  commerce  turned  out  to  be 
0  a-et  the  f?«        1  interstate  commerce,  and  the  states  found  ways 

'lamb  "*  *'^'  ^"''  ^'^^  *^  ^'  <^«^"°g  °°ly  ^ith  the 

prJstnted'toIhe  ff^^^-  "'.."  '■'''*^?  ^^  ''"'P^^^t^  i««<»ne  was  first 
was  decldil  M»t     r*'  '"  ^^^  ?;'^"«^     <^1"«  Case"^  in  which  it 

have  been  dl^fi^  ^  ""'"^''f  ^^  ""'^  '^"'^^^'  ?«'*  «*  ^h^^h  may 
nave  been  derived  from  interstate  commerce,  is  valid    providing 

there  is  no  discrimination  against  interstate  commerce     P"**^'^""^ 

that  occur  whP.       '^'^  '"I'*"""*"  ^^'  ^""°»^  types  of  transactions 
tnat  occur  when  a  concern  has  a  manufacturing  plant  in  one  state 

S?atef  r ,"^  ??'°"''  ^"  "'^'^  ^*«tes.     The  income  of  The  Un  ted 
w  ?h  n  ?hr,t^r^f  ^  was  derived  from  (1)  the  sale  to  customed 
withm  the  state  of  goods  delivered  from  its  factory  (2)  the  sale 
n^thrT  °ut«;de  the  state  of  goods  delivered  from  its  facto^ 
(3)  the  sale  by  the  branches  in  other  states  of  goods  which  wSe 

t^e^  oft^  '^'f'^  ^''\'^'  ^'''"'^  "^  '^^  bLnches-sale  and 
fh!l!u  5  *'>^^<i°'^«  ^^f'-e  thus  consummated  at  the  branch;  (4) 
tlie  sale  of  goods  to  customers  outside  the  state  by  branches  With- 
out the  state,  the  goods  having  been  purchased  by  ?he  pLrntiff 
outside  the  state  and  shipped  to  the  factory  within  the  state  bein^ 
then  re-shipped  to  the  branches  for  sale;  (5)  the  sale  of  soods  n?r 
chased  by  paintilf  outside  of  the  stat;  and  sold  di    ctly  to'^^h" 

leZaiL  Tt  KM  •/*'*,'•  ■  '^^'  ?'«'»tifl  made  no  content  on 
legarding  the  taxability  of  income  in  item  (1).  The  contention 
th«t  ^tems  (4)  and  (5)  were  not  taxable  because  they  were  not 

1  Article  I,  section  8. 

2T    R.   Powell,   "Business  Taxes  and   the  Federal  Constifnfmn"    xto*-       ^ 
Tax  Association,  Proceedings   (1925),  P.  j^g'^^''^'^^^  ^constitution  ,  National 

s  United  States  Glue  Company  v.  Oak  Creek,  247  U.  S    321    flOlS^       T>,. 
doctrine  IS  well  established  that  a  state  may  tax  property  wLih  is  user!  t' 
mterstate  ------ .,f-^-- ^^^-o.  Tele^rapk   L.\  LircUXri26 

nsql^      Pnl;  7  J      ^^"f«^^  P<^i<^oe  Car  Co.  v.  Pennsylvania,   141    U    S    18 
(1891);  Postal  Telegraph  Company  v.  Adam'i    1^*;  TT    I    r««     iqokw  ■-.^' 
Ewpress  Company  v.  Ohio,  165  U.  SI  94   (7897)  ^       ^  '  ^^"^^ 
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derived  from  property  located  or  business  transacted  within  the 
state  was  upheld  by  the  state  courts.  The  controversy  was  nar- 
rowed to  the  contention,  which  was  overruled  by  the  Supreme 
Court,  that  items  (2)  and  (3)  were  not  taxable  because  they  were 
derived  from  interstate  commerce.  The  court  quoted  from  Feck 
&  Co.  v.  Lowe*  to  the  effect  that  ''the  distinction  between  a  direct 
and  an  indirect  burden  by  way  of  tax  or  duty  was  developed,  and  it 
was  shown  that  an  income  tax  laid  generally  on  net  incomes  .  .  . 
was  only  an  indirect  burden."  It  was  the  opinion  in  the  Glue 
Case  that  *'a  tax  upon  the  net  profits  has  not  the  same  deterrent 
effect  [as  one  upon  gross  receipts] ,  since  it  does  not  arise  at  all  unless 
a  gain  is  shown  over  and  above  expenses  and  losses,  and  the  tax 
can  not  be  heavy  unless  the  profits  are  large.  Such  a  tax,  when 
imposed  upon  net  incomes  from  whatever  source  arising,  is  but  a 
method  of  distributing  the  cost  of  government,  .  .  .  and  if 
there  be  no  discrimination  against  interstate  commerce,  either  in 
the  admeasurement  of  the  tax  or  in  the  means  adopted  for  enforc- 
ing it,  it  constitutes  one  of  the  ordinary  and  general  burdens  of 
government,  from  which  persons  and  corporations  otherwise  sub- 
ject to  the  jurisdiction  of  the  States  are  not  exempted  by  the  Fed- 
eral Constitution  because  they  happen  to  be  engaged  in  commerce 
among  the  States. ' ' 

The  principle  which  was  enunciated  in  the  Glue  Case  is  not 
applicable  when  a  corporation  conducts  only  an  interstate  business. 
If  there  is  no  intrastate  business  the  state  may  not  tax  the  net 
income  of  the  corporation.  For  example,^  a  New  Jersey  corpora- 
tion maintained  an  office  in  Massachusetts  which  served  as  head- 
quarters for  travelling  salesmen,  the  orders  being  transmitted  from 
Boston  to  the  principle  office  at  Easton,  Pennsylvania.  Regarding 
the  liability  of  the  corporation  to  taxation  in  Massachusetts,  the 
court  said :  ' '  It  must  now  be  regarded  as  settled  that  a  State  may 
not  burden  interstate  commerce  or  tax  property  beyond  her 
borders  under  the  guise  of  regulating  or  taxing  intrastate  business. 
So,  to  burden  interstate  commerce  is  prohibited  by  the  Commerce 
Clause;  and  the  Fourteenth  Amendment  does  not  permit  taxation 
of  property  beyond  the  state's  jurisdiction.  The  amount  demanded 
is  unimportant  when  there  is  no  legitimate  basis  for  the  tax." 

Legal  Aspects  of  the  Problem  of  Method 

Most  of  the  cases  relative  to  the  allocation  of  income  among  the 
states  have  involved  the  question  of  method,  that  is,  fractional 
apportionment  versus  separate  accounting.  It  will  appear  from 
the  cases  cited  in  this  section  that  the  ''due  process  clause"  of  the 
Fourteenth  Amendment  imposes  some  limitations  on  the  selection  '" 
of  an  allocation  fraction.  However,  the  burden  rests  upon  the  tax-  V 
payer  of  proving  that  the  fraction  is  in  violation  of  ' '  due  process. ' ' 


/ 


4  247  U.  S.  165,  38  Sup.  Ct.  432. 

6  Alpha  Portland  Cement  v.  Massachusetts,  268  U.  S.  203   (1925). 
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If  such  proof,  the  nature  of  which  will  appear  in  the  sequel,"  is 
furnished,  the  courts  may  uphold  the  use  of  separate  accounting. 

Fractional  AppoETioNMENT.-r^e  Underwood  Typewriter  Case. 

H^.L^^f  :',?^T^*f'"*'^*'°?^^  apportionment  was  first  presented  in 
the  case  of  the  Underwood  Typewriter  Company,'  a  Delaware  cor- 

mrnC-''*"  ^^^n^  '""'?  "^"^  '"  New  York  and  did  all  of  its 
raanufacturmg  m  Connecticut.     It  had  branch  oflSces  in  other 

sal  nf  «L^r  '^  ''  i'-f.^?'^  ■'"P^''"  °^  typewriters,  as  well  as  the 
All  of  f^PPl'f ',«''<J  t  u^*?  ""^  '"*''  ^'■^'^«'»  «ffl°e  in  Connecticut. 
tL  °\  the  articles  which  it  produced  and  some  of  its  purchases 
3w  f  ''I  Connecticut  until  shipped  direct  to  branch  officj 

:,{fJt     !J;f  36.586.00,  which  were  derived  principally  from  the 

Hon  t^rf  ?• '  T!r^]  ^'■•'P'':*'^-  ^°  ^PPlyi'^g  the  statutory  frac- 
tion-the  ratio  of  the  fair  cash  value  of  real  estate  and  tangible 
personal  property  in  Connecticut  to  the  total  of  such  property 
wherever  located-it  was  shown  that  $629,668.50,  or  47  Lr  cen^ 
of  the  profits  were  taxable  in  Connecticut.  The  company  eon- 
tended  that  the  tax  violated  the  Fourteenth  Amendment  became 
It  was  imposed  upon  business  carried  on  outside  of  the  state  This 
objection  was  based  upon  the  fact  that  only  $42  942 18  of  the 
profits  were  received  in  Connecticut,  while  $1,293,643  95  were 
received  m  other  states,  but  the  court  said : 

This   showing  wholly  fails  to  sustain   the   objection.     The  profits  of  the 
S°jf  i°"  r^'-e  largely  earned  by  a  series  of  transactions  bSL"whh 
manufacture  m  Connecticut  and  ending  with  sale  in  other  sTates 
The  legislature  ,n  attempting  to  put  upon   this  business  ils  fair  share  of 
the  burden  of  taxation  was  faced  with  the  imnossihilitv  M  111™*-  -2 

?her^efor^  "7''^' r''''\^^.  *¥  P'ocessL^ZS  wItht^Kr'lerrt" 
therefore,  adopted  a  method  of  apportionment  which    for  an  tfc.f  o™„        •  ' 

this  record,  reached    .    .    .    only  The  profits  errned' wHhf"  the  gtarVe 
plaintiff's  argument  on  this  branch  of  the  case    as  atX,?  w  *hL  o 
Court  of  Errors    carries  the  burden  of  show  ng 'that  1?%  of\s  net  "JScome 
18    not    reasonably    attributable,    for    Duroosea    of    LVJL^    I      fif    "'«'""* 

dS  lir''''''  '"""  *"/  ^^'^  ^'  wMcT  lo%  ofT/ g?iss*°earXrwa"s 
derived   after   paying  manufacturing   costs.     The  corooration   T,7«   wJ^ 

;i«r^:d  t  co-'ti^  xri^*br  m^KSir^S 

JLS-aCed-Sf  rfe  lS\.ril^ent«d?%TH^?  "'^ 
cation  to  this  corporation  produced  an  Xeason^ble  Sit  '*'  "^P'- 

The  Gorham  Case.-A  statutory  rule  often  operates  in  an  arbi- 
trary manner,  and  particularly  if  a  corporation  is  engaged  in  the 
manufacture  of  two  or  more  commodities,  only  one  of  which  k  nro 
duced  or  sold  within  a  given  state.  If'  the  entire  nit  Tncome  is" 
taken  as  the  measure  of  the  tax,  the  taxpayer  may  cla"m  that 
income  arising  from  purely  local  sources  within  another  Ttate  is 
^"'^^"'^^d  in  the  computation  and  is  therefore  unconstitution^ 

6  See  P.  45. 

•^Underwood  Typewriter  Company  v.  Chamberlain,  254  U.  S.   113    (1920). 
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A  case  of  this  nature^  arose  that  involved  the  section  of  the  New 
York  statute  providing  that  foreign  corporations,  for  the  privilege 
of  doing  business  in  the  state,  must  pay  a  franchise  tax  which  is 
measured  by  its  entire  net  income.  The  apportionment  of  the 
entire  net  income  is  to  be  made  in  accordance  with  the  proportion 
which  certain  designated  classes  of  tangible  and  intangible  assets 
held  within 'the  state  bear  to  the  taxpayers'  total  assets  of  these 
classes.  The  plaintiff,  a  silversmith,  was  a  corporation  organized 
in  Rhode  Island,  where  it  was  engaged  in  manufacturing;  two  of 
its  shops  were  maintained  and  a  considerable  store  of  goods,  largely 
samples,  were  kept  in  New  York.  The  plaintiff  claimed  among 
other  things  that  its  return  of  income  to  the  federal  government 
for  the  year  1918,  which  was  used  as  the  measure  of  the  tax, 
included  the  profits  upon  its  munitions  business.  This  business 
was  localized  entirely  in  Rhode  Island  and  was  wholly  disconnected 
fiom  the  silverware  business.    The  opinion  of  the  court  was: 

Any  effort  at  allocation  must  be  more  or  less  arbitrary  and  fictitious  .  .  . 
in  a  business  which  is  a  unity,  it  is  impossible  to  break  up  the  parts  and 
satisfactorily  assign  to  any  piece  a  corresponding  part  of  the  income.  Take 
as  an  instance  the  record  here.  Much  of  the  personal  property  of  the  plaintiflf 
in  New  York  consists  of  sample  pieces  of  silverware  kept  for  display,  by 
which  goods  elsewhere  are  sold,  some  of  which  never  come  into  New  York 
at  all.  A  foreign  customer  may  see  such  samples  and  order  from  them, 
but  the  goods  may  be  shipped  from  Rhode  Island  to  Pennsylvania  or  Con- 
necticut. Yet  it  would  be  an  obvious  error  not  to  assign  any  part  of  the 
resulting  income  to  the  New  York  samples.  No  one  could  possibly  say 
whether  the  sale  would  have  been  made  without  them.  The  case  in  this 
aspect  presents  the  not  wholly  unfamiliar  difficulty  of  trying  to  apportion 
quantitatively  the  eflFect  of  a  number  of  factors  each  of  which  is  an  absolute 
condition  to  the  result.  In  such  a  case  there  is  no  rational  solution  which 
will  bear  scrutiny,  and  one  must  proceed  by  a  more  or  less  rough  division 
not  too  shocking  to  preconceived  assumptions. 

A  comparison  was  made  with  the  Underwood  Typewriter  case, 
which  involved  the  manufacture  of  goods  by  the  taxpayer  in  Con- 
necticut, the  taxing  state,  but  few  of  them  were  sold  within  the 
state.  In  the  Gorham  case  the  plaintiff  argued  that  the  sales  in 
New  York  should  not  be  segregated  entirely  to  New  York  because 
the  manufacture  took  place  in  Rhode  Island.  In  this  connection, 
the  court  observed  that  this  was  true  but  that  it  was  impossible 
to  say  how  far  sales  made  elsewhere  were  stimulated  by  the  shops 
or  stock  in  New  York.  "Any  rule  must  therefore  be  largely  con- 
ventional. ' ' 

**As  to  munitions  .  .  .  they  were  justified  in  assuming  that 
the  income  returned  was  upon  a  unitary  business,  and  it  was  the 
plaintiff's  duty  either  by  a  rider  on  its  returns  or,  by  applying 
for  a  revision  ...  to  bring  the  facts  to  the  attention  of  the 
Commission  and  to  demand  a  separation  of  the  two  businesses." 
This  statement  is  very  significant.  Once  more,  as  in  the  Under- 
wood Typewriter  case,  the  burden  was  placed  upon  the  plaintiff 
of  proving  that  the  apportionment  was  unreasonable.      In  both 

^The  Gorham  Manufacturing  Company  v.  Travis,  274  Fed.  975   (1921). 
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instances,  the  complainants  were  unable  to  furnish  proof  in  support 
ot  their  contention.  ,  ±'±'     " 

The  Bass  Ale  Case.-The  New  York  fraction  was  upheld  in 
another  case^  m  which  a  peculiar  set  of  facts  were  presented.  The 
relator  was  a  British  corporation  engaged  in  the  brewing  and 
selling  of  Bass  Ale.  Its  business  in  New  York  consisted  of  the 
importation  and  sale  of  Bass  Ale,  which  was  manufactured  in 
li^ngland.  The  case  m  question  involved  the  amount  of  the 
tranchise  tax  for  the  year  begining  November  1,  1918.^«  For  the 
taxable  period  the  total  net  income  was  $2,185,600.00,  although  no 
net  income  arose  from  sources  within  the  State  of  New  York  The 
company  contended  that  the  imposition  of  such  a  tax  would  deprive 
It  of  property  m  violation  of  the  due  process  clause  and  impose  a 
direct  burden  upon  its  foreign  commerce.  The  court  held  that  this 
was  not  a  direct  tax  upon  the  allocated  income  of  the  corporation 
m  a  given  year,  but  a  tax  for  the  privilege  of  doing  business  in  one 
year  measured  by  the  allocated  income  accruing  from  the  business 
m  the  preceding  year. ' ' 

The  observation  was  made  that  the  question  of  constitutionality 
was  largely  controlled  by  the  opinion  in  the  Typewriter  case,  and 
It  was  not  shown  m  this  instance  that  the  statutory  fraction  pro- 
duced an  unreasonable  result.  ''The  fact  that  the  Company  may 
not  have  had  any  net  income  upon  which  it  was  subject  to  payment 
ot  income  tax  to  the  Federal  Government,  obviously  does  not  show 
that  it  received  no  net  income  from  the  business  which  it  carried 
on  in  New  York."^^ 

The  Kresge  Case.— Another  complaint  against  the  New  York 
fraction  was  filed  by  the  S.  S.  Kresge  Company.^^  It  was  contended 
that  the  statutory  method  should  be  abandoned  in  favor  of  a  se<rre- 
gation  by  the  company's  own  accounting  methods,  because  the  base 
determined  by  the  tax  commission  was  larger  than  the  actual  net 
income  derived  from  plaintiff's  property,  business  and  activities 
within  New  lork;  or,  in  other  words,  that  part  of  the  plaintiff's 
net  income  from  without  the  state  was  subject  to  taxation  in  New 
York.  It  was  brouglit  out  that  this  company  was  a  large  corpora- 
tion owning  and  operating  a  chain  of  between  367  and  435  retail 
stores  m  the  United  States,  of  which  between  39  and  48  were 
located  m  the  State  of  New  York.  A  well  organized  central  pur- 
chasing department  was  maintained  which  operated  for  the  entire 
system.     The  purchasing  department  had  also  an  importing  depart- 

^People  ex  rel.  Bass,  Ratcliife  d  Gretton    Tfd    v    .<?/«/^  T/,«.  rr.^     •    • 
133  K  E.  122,  266  U.  S.  271    (1924)  ^  ^""^  Commtsston, 

i.r!^  w^  ^^^^^^*^7«.ti«s  of  the  New  York  franchise  tax  are  that  (1)  it  is  meas- 
ured by  entire  net  income  for  the  preeedinj?  year-    (">)   it  ia  n« Jhia  wWif 
a  profit  or  loss  is  shown-in  case  'of  loss  fh  J  ta^piyer    s  suS'e^ct to  I  rn^nT 
mum  tax;    (3)    a  company  is  not  liable  if  it  dlcLtinue     buless  bXe 
November  first  of  any  year-    ^4^    it  i«  in  Ho„  r.f  +o^^-n  ""ai"e»»   ueiore 

taxes  on  the  corporation      '    ^    ^  ""  ""^  *'"^^^^'  P""'^"^^  property 

11  For  other  aspects  of  this  case,  see  P.  21   f. 

12^.  8.  Kresge  Company  v.  Bennett,  51  Fed.    (2d)   353   (1931). 
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ment  and  a  jobbing  department,  the  chief  functions  of  the  latter 
being  to  operate  a  warehouse  in  New  York  for  the  entire  system. 
The  executive  office  and  purchasing  department  were  located  in 
Detroit.  In  the  computation  of  the  franchise  tax  that  was  due  for 
the  years  beginning  November  1,  1927  and  1928,  three  different 
methods  were  followed,  namely:  (a)  the  New  York  statutory  frac- 
tion for  segregating  assets,  by  which  the  percentage  of  net  income 
attributable  to  New  York  was  approximately  9.72%  and  8.97%  for 
1926  and  1927;  (b)  the  ratio  between  gross  sales  within  the  state 
and  total  gross  sales,  which  showed  the  percentages  to  be  8.40% 
and  8.93%,  respectively;  and  (c)  the  accounting  procedure  of  the 
plaintiff,  which  showed  the  amount  attributable  to  New  York  to  be 
only  6.30%  and  6.31%,  respectively.  The  company's  accounting 
procedure  was : 

To  charge  against  each  indiyidual  store  the  inyoice  cost  of  the  goods 
delivered  to  it  by  the  central  organization,  together  with  certain  percentages 
estimated  as  sufficient  to  pay  the  expenses  of  the  central  organization.  On 
all  goods  handled  by  the  importing  and  jobbing  departments,  2  per  cent  and 
5  per  cent,  respectively,  which  were  added  to  the  invoice  cost;  and  2  per  cent 
of  the  gross  sales  of  each  store  was  charged  against  it  for  general  overhead 
expenses.  Against  the  gross  income  from  each  store  was  charged  not  only 
the  invoice  cost  of  the  goods  and  the  above  percentages,  but  also  the  oper- 
ating expenses  of  the  particular  store,  and  the  result  was  entered  on  the 
books  of  the  company  as  the  entire  net  income  from  the  store. 

The  percentages  charged  to  the  importing  and  jobbing  depart- 
ments were  criticized  by  the  Attorney  General  because  they  were 
merely  estimated  expenses  of  the  business.  The  contention  was 
made  that : 

It  might  well  be  that  the  service  rendered  to  the  New  York  stores  by  the 
central  organization  should  be  charged  for  at  a  different  rate  from  that 
applicable  to  other  parts  of  the  system;  for  instance,  the  services  performed 
by  the  executive  offices  and  purchasing  department  are  charged  for  at  the 
rate  of  2  per  cent,  not  on  the  invoice  cost  of  the  goods  furnished  to  the  stores, 
but  on  the  gross  sales  of  the  stores.  If  the  New  York  stores  were  receiving 
higher  prices  for  the  same  goods  than  stores  elsewhere  they  would  be  paying 
a  disproportionate  part  of  the  expenses  of  furnishing  the  goods. 

It  was  also  contended  that  the  part  of  the  profit  which  may  have 
resulted  from  the  functions  of  storage  and  purchasing  were  not 
completely  reflected  in  the  total  net  profit  of  the  stores  within  the 
state  which  the  plaintiff  contended  constituted  the  entire  net  in- 
come attributable  to  New  York. 

Since  the  plaintiff  cannot  show  by  the  facts  before  us  what  was  its  net 
income  from  New  York  State,  but  can  merely  estimate  it,  we  do  not  think 
that  there  is  anything  before  us  to  sustain  the  contention  that  the  method 
of  apportionment  adopted  by  the  commission  was  unconstitutional.  If  the 
actual  net  income  from  the  state  cannot  be  demonstrated  with  reasonable 
certainty  the  commission  can  properly  be  intrusted  with  some  discretion  in 
determining  what  method  to  use  in  approximating  it. 

On  the  question  as  to  whether  the  facts  required  a  different 
method  from  that  followed  by  the  Commission,  the  court  said  that 
these  facts  were  neither  proved  nor  offered  to  be  proved  before 
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the  commission.  .  .  .  At  the  hearing  upon  the  application  for 
revision  the  taxpayer  had  the  burden  of  proving  not  only  that 
error  existed  in  the  original  assessment,  but  also  the  amount  of 
the  error/' 

Effect  of  Decisions  Upholding  Fractional  Apportionment. The 

net  effect  of  the  decisions  in  the  preceding  cases  is  that  any  formula 
will  be  sustained  unless  the  taxpayer  submits  convincing  evidence 
and  proof  that  it  operates  inequitably  when  applied  to  his  business 
A  decision  such  as  that  in  the  Kresge  case  affords  little  encourage- 
ment to  the  taxpayer  that  he  will  be  able  to  prove  his  contention. 
However,  the  following  cases,  and  particularly  the  Hans  Rees 
case,  m  which  separate  accounting  was  upheld,  throw  a  new  light 
on  this  question. 

Separate  Accounting.— The  application  of  an  allocation  fraction 
may  result  m  an  *' unreasonable "  apportionment  of  income;  under 
such  circumstances,  the  method  of  separate  accounting  will  be 
upheld.  The  courts  have  not  stated  specifically  what  constitutes  a 
*' reasonable''  or  ''unreasonable"  apportionment.  Nevertheless, 
the  judicial  attitude  is  clarified  in  the  Hans  Rees  case,"  in  which 
the  Supreme  Court  upheld  a  segregation  and  allocation  of  income 
by  separate  accounting  methods.  The  Standard  Oil  cases  are  signifi- 
cant because  of  the  rejection  of  the  ''unitary  theory"  as  applied 
to  the  petroleum  industry. 

Fisher  v.  Standard  Oil  Companij.^^—The  business  of  the  appellee 
in  North  Dakota  consisted  of  selling  at  wholesale  and  retail  petro- 
leum products  and  by-products  which  were  produced  and  refined 
outside  of  the  state  but  were  shipped  into  the  state  for  selling. 
The  appellant  asserted  that  it  was  not  possible  to  segregate  the 
North  Dakota  business  of  the  appellee  from  its  other  business.  The 
question  involved  was  that  of  a  reassessment  which  was  made  for 
the  years  1919-1921,  inclusive.  The  court  held  that  such  reassess- 
ment was  void  and  it  enjoined  collection  of  the  amounts  on  the 
ground  that  the  tax  commission  had  pursued  a  method  of  arriving 
at  appellee's  net  income  within  the  state  not  authorized  by  the 
statute  and  in  conflict  with  its  express  provisions.  In  determining 
taxable  income  it  was  "freely  conceded  that  the  commissioner 
wholly  ignored  the  value  of  appellee's  property  which  it  uses  in  the 
production,  manufacture  and  refining  of  its  products,  because  it 
is  contended  that  profits  or  income  arises  only  from  sales  and  not 
from  production  and  manufacture.  The  property  of  appellee 
devoted  only  to  sales  and  distribution  in  the  different  States, 
was  also  ignored  in  arriving  at  the  ratio  for  the  purpose  of 
reassessment." 

The  court  held  that  "for  the  purpose  of  allocation  .  .  .  there 
was  no  occasion  for  speculation  by  the  commissioner  as  to  the 
meaning  of  business  within  and  without  the  State.    The  statute  car- 

13  gee  P.  45. 

"12  Fed.  ('2d)  744  (C.  C.  A.  8th)    (1920). 
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ries  its  own  definition  for  that  purpose."  It  was  also  held  that  all 
property  used  by  the  corporation  in  producing  and  refining  should 
be  included,  since  profits  allocated  to  outside  states  accrue  partially 
from  manufacture  and  refining,  although  the  only  property  within 
the  state  was  that  which  was  used  in  the  sale  and  distribution  of 
products.  Finally,  "we  think  it  cannot  be  doubted  that  the  prod- 
ucts as  brought  into  the  State  had  an  easily  ascertainable  wholesale 
market  price.  We  think  appellee's  business  within  the  State  is 
easily  separable  from  its  other  business  by  charging  it  with  the 
wholesale  price  of  products  which  it  sells  in  North  Dakota.  That 
would  put  it  on  an  equality  there  with  those  who  sell  and  do  not 
produce  and  refine." 

Standard  Oil  Company  of  Indiana  v.  Thoresen}^ — In  this  case 
the  taxpayer  was  a  corporation  engaged  in  the  producing,  refining 
and  distribution  of  crude  oil,  although  its  business  in  North  Dakota 
was  confined  solely  to  the  distribution  and  sale  of  the  refined 
product  to  the  consumer.  The  accounting  procedure  which  was 
followed  by  the  company  was  such  that  it  could  separate  the  income 
derived  from  distribution  and  sale  from  tliat  of  producing  and 
refining.  The  plaintiff  filed  a  statement  of  its  business  in  North 
Dakota  and  an  apportionment  was  made,  as  provided  in  the  stat- 
utes, on  the  basis  of  the  ratio  of  the  property  and  business  within 
the  state  to  the  total  of  such  property  and  business.  On  this 
amount  the  tax  was  calculated  and  paid.  However,  the  tax  com- 
missioner made  an  additional  assessment  which  was  based  upon  the 
allocation  to  North  Dakota  of  a  portion  of  the  income  arising  from 
the  business  of  producing  and  refining  crude  oil,  although  none  of 
this  business  was  carried  on  within  the  state.  This  suit  w^as 
brought  to  enjoin  the  collection  of  such  additional  tax.  The  con- 
tention of  the  state  was  that  the  business  should  be  regarded  as 
a  unit  in  the  production,  transportation,  refining  and  marketing  of 
oil,  but  this  was  rejected  by  the  court  on  the  ground  that  the  activi- 
ties were  separable  and  did  not  fall  within  the  rule  of  unity^^  as 

15  29  Fed.   (2d)   708   (C.  C.  A.  8th)    (1928). 

i«A  description  and  history  of  this  as  interpreted  by  the  United  States 
Supreme  Court  is  found  in  the  majority  and  dissentinor  opinions  in  Union 
Tank  Line  Company  v.  Wright,  249  U.  S.  275,  39  Sup.  Ct.  270  (1919).  See 
also  the  unit  rule,  Isaacs,  35  Yale  L.  J.  838  (1926).  "According  to  this  rule 
the  entire  property  of  a  railroad,  telegraph  company,  or  such,  was  treated 
as  a  unit  and  divided  between  the  states  for  taxation  purposes  according  to  a 
theoretically  representative  fraction,  such  as  the  railroad  trackage  within 
the  state  over  the  total  trackage  of  the  road.  The  unit  rule  was  upheld  by 
the  Supreme  Court  in  a  long  line  of  cases  until  it  seemed  firmly  and  irre- 
versibly established.  {Kentucky  Railroad  Tax  Cases,  115  U.  S.  321,  6  Sup. 
Ct.  57  (1885);  Western  Union  Telegraph  Company  v.  Massachusetts,  125 
U.  S.  530,  8  Sup.  Ct.  961  (1888)  ;  Pullman's  Palace  Car  Company  v.  Pennsyl- 
vania, 141  U.  S.  18,  11  Sup.  Ct.  876  (1891).  [This  case  has  been  referred 
to  as  the  foundation  of  the  unit  rule — Cf.  Sherman  Baldwin,  "State  Taxation 
of  Foreign  Corporations  Engaged  in  Interstate  Commerce"  (1924),  33  Yale 
Law  Journal  406] ;  Adams  Express  Company  v.  Ohio,  165  U.  S.  194,  17  Sup. 
Ct.  305  (1897);  American  Refrigerator  Transit  Company  v.  Hall,  174  U.  S. 
70,  19  Sup.  Ct.  599   (1899).     Then  in  Union  Tank  Line  Company  v.  Wright 
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stated  in  Adams  Express  Company  v.   Ohio}''     The  court  held 
that: 

On  its  properties  within  the  state  of  North  Dakota  employed  in  the  busi- 
ness of  marketing  oil,  and  on  the  income  arising  from  the  doing  of  that  busi- 
ness within  the  state  of  North  Dakota,  it  may  be  there  taxed  by  the  state 
and  the  tax  must  be  paid.  On  its  business  of  producing  and  refinino-  oil 
it  should  be  taxed  only  by  the  state  in  which  this  production  is  found  or 
refining  done.  In  the  manufacture  or  refining  of  crude  oil  in  different  states 
It  must  be  taxed  and  pay  its  taxes  within  said  states;  ...  It  is  conceded 
to  be  a  very  easy  matter  for  the  state  to  determine  the  market  value  of 
refined  oils  withm  its  borders  at  any  time  and  place,  and  on  this,  having 
ascertamed  the  selling  price,  to  determine  the  tax  necessary  to  be  paid. 

Standard  Oil  Company  of  Indiana  v.  Wisconsin  Tax  Commis- 
sion?-^—l!\iQ  appellant  was  engaged  in  producing,  refining,  trans- 
porting and  marketing  petroleum  products  and  by-products  in 
eleven  states.     The  refining  activities  were  mostly  in  Indiana,  while 
Its  property  in  Wisconsin  consisted  mainly  of  tanks  and  filling 
stations  to  meet  the  local  demands.     Fifty-four  per  cent  of  the  oil 
stored  in  Wisconsin  tank  farms  was  sold  within  Wisconsin,  the 
remaining  forty-six  per  cent  being  sold  mainly  in  Minnesota.  '  The 
company  argued  that  its  accounts  for  Wisconsin  were  kept  sepa- 
rately and  revealed  the  amount  of  net  income  that  was  earned 
within  the  state.     It  claimed  that  the  amount  of  taxable  income 
was  represented  in  its  accounting  records  by  the  difference  between 
the  expense  of  doing  business  in  Wisconsin,  including  a  proper 
allocation  of  general  or  overhead  expenses  and  office  accounting, 
and  the  gross  sales  within  the  state.    Applying  this  method  it 
appeared  that  the  tax  for  1925,  the  year  in  question,  amounted  to 
approximately  $89,000.00  as  compared  with  $157,000.00  which  was 
the  amount  of  the  tax  arrived  at  through  the  use  of  the  statutory 
allocation  fraction— tangible  property,  manufacturing  costs  and 
sales.     The  tax  commission  argued  that  the  entire  business  was 
unitary  and  any  separation  of  the  parts  was  an  arbitrary  arrange- 
ment that  would  produce  inequitable  results.    The  contention  was 
made  that  selling  facilities  in  Wisconsin  increased  the  company's 
manufacturing  profits  in  other  states,  and  therefore  a  portion* of 
the  manufacturing  profits  were  properly  attributable  to  Wisconsin. 
On  this  point  the  court  held  that  if  this  were  true  then  likewise 
the  converse  must  be  true  that  the  sales  operations  for  Wisconsin 
benefit  by  the  manufacturing  operations  of  the  plaintiff  corporation 
m  other  states.     *'We  regard  as  unsound  the  argument  submitted 
to  sustain  the  Commission's  position  in  this  case.''     To  carry  it 

protest  was  made  against  calculation  by  the  trackage  fraction  of  a  Georeia 
property  tax  on  tank  cars  used  in  and  out  of  the  state.  The  taxpayer  pro- 
duced statistics  to  show  that  the  average  number  of  its  cars  in  the  state  per 
day  was  considerably  lower  than  the  theoretical  average  computed  by  the 
tax  fraction.  The  Supreme  Court,  won  over  by  the  numerical  disparity, 
reversed  the  tax  in  spite  of  a  strong  dissent  joined  in  by  three  of  the  iustic^ 
which  spoke  of  the  evils  of  leaving  tax  ascertainment,  'whollv  within  the 
breast  of  the  taxpayer.'"     40  Yale  Law  Jour.  1279   (1931) 

17  165  U.  S.  194,   (1896). 

18  197  Wis.  630,  223  N.  W.  85  (1929). 
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further,  ''if  it  should  appear  that  the  manufacturing  operations 
were  conducted  at  a  loss  in  other  states,  would  it  be  claimed  that 
some  part  of  that  loss  might  properly  be  charged  to  sales  operations 
in  the  state  of  Wisconsin  to  diminish  the  Wisconsin  income?  We 
think  not.  There  are  some  operations  which  from  their  very 
nature  produce  an  income  which  cannot  be  properly  allocated  by 
separate  accounting  methods,  most  of  which  are  the  telegraph,  tele- 
phone and  express  companies.  They  stand  ready  to  serve  whoever 
may  apply  for  service,  and  the  entire  operation  constitutes  a  unit 
of  service.  That  is  not  the  case  with  the  manufacturing  and  sales 
business,  particularly  so  where  the  accounts  are  so  kept  as  to  be 
readily  separable."  The  decision  in  the  Underwood  Typewriter 
case  was  mentioned  as  not  being  inconsistent  with  the  conclusion 
here  since  ''there  was  no  separation  on  the  basis  of  market  value 
between  the  operations  of  the  maufacturing  department  and  the 
sales  department,  as  there  is  in  this  case.  We  perceive  no  reason 
why  under  the  facts  in  this  case,  the  profits  derived  from  the  sales 
operations  should  not  be  ascertained  so  far  as  the  plaintiff  is  con- 
cerned as  they  would  be  if  the  sales  operations  were  conducted  by 
a  separate  corporate  entity.'' 

The  Hans  Rees  Case.~The  legal  status  of  separate  accounting 
was  firmly  established  in  the  case  of  Hans  Rees'  Sons  v.  State  of 
North  Carolina}^  This  involved  a  New  York  corporation  which 
was  engaged  in  the  business  of  tanning,  manufacturing  and  sell- 
ing of  belting  and  other  heavy  leather.  Its  tannery  located  at 
Asheville,  North  Carolina,  was  used  as  a  manufacturing  plant  and 
supply  house  which  sometimes  shipped  direct  to  customers.  Its 
sales  office  was  located  in  New  York,  from  which  sales  were  made 
throughout  the  United  States  and  in  Canada  and  Europe, 
although  some  sales  were  made  in  North  Carolina.  Between  forty 
and  fifty  per  cent  of  the  output  of  the  Asheville  plant  was  shipped 
from  Asheville  to  New  York ;  the  other  sixty  per  cent  was  shipped 
directly  on  orders  from  New  York.  The  income  of  the  business 
was  derived  from  three  sources:  (a)  buying  profit  resulting  from 
unusual  skill  in  taking  advantage  of  price  fluctuation  in  the 
hide  market — "a  comparison  of  the  average  cost  of  appellant's 
hides  with  the  average  cost  of  hides  of  similar  quality  sold  in  the 
market  during  the  year  gave  an  approximate  indication  of  profit 
or  loss  from  these  transactions  which  were  not  conducted  in  North 
Carolina";  (b)  manufacturing  profit,  which  was  represented  by 
the  difference  between  the  cost  of  tanning  done  by  contract  and 
the  actual  cost  thereof  when  done  by  the  petitioner  at  its  own 
plant  in  Asheville — this  profit  was  credited  to  operations  in  North 
Carolina;  (c)  selling  profit  resulting  from  the  method  of  cutting 
leather  into  small  parts  so  as  to  meet  the  needs  of  a  given  cus- 
tomer— this  profit  was  not  attributable  to  operations  in  North 
Carolina. 


19  199    N.  C.  42,  153  S.  E   850,  51  Sup.  Ct.  385   (1931). 
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In  splitting  the  gross  profits  into  the  three  sources  listed  above 
the  starting  point  wa^  the  existing  differentiation  between  whole- 
sale and  retail  business,  the  profits  from  the  latter  being  attribu- 
table entirely  to  New  York.  The  profits  from  the  wholesale  busi- 
ness were  partly  divisible  between  the  manufacturing  in  Ashe- 
ville  and  the  selling  in  New  York,  although  the  company's 
accountants  made  no  attempt  at  segregation  so  that  the  entire 
wholesale  profit  was  credited  to  manufacturing  and  allocated  to 
North  Carolina.  The  principal  question  related  to  the  amount  of 
taxes  for  the  years  1923-1926,  inclusive.  The  North  Carolina 
statute  provided  for  an  allocation  of  income  on  the  basis  of  loca- 
tion of  real  estate  and  tangible  personal  property,  and  on  that 
basis  there  was  apportionable  to  that  state  the  following  approxi- 
mate percentages  of  total  net  income  for  the  four  years:  83%, 
85%,  66%  and  85%,  or  an  average  of  eighty  per  cent.  From  the 
accounting  records  of  the  company  it  was  shown  that  only  seven- 
teen per  cent  of  its  total  net  income  was  attributable  to  North 
Carolina.  The  Supreme  Court  of  North  Carolina,  in  upholding 
the  statutory  fraction,  relied  upon  the  decisions  in  the  Under- 
wood Typewrit er^*^  and  Bass  Ale^^  cases,  and  sought  to  justify  its 
view  upon  the  grounds  that: 

The  fallacy  of  this  conclusion  [that  is  the  appellant's  contention  that  appli- 
cation of  statute  had  been  shown  to  be  unreasonable  and  arbitrary  and  hence 
repugnant  to  the  Federal  Constitution]  lies  in  the  fact  that  the  petitioner 
undertakes  to  split  into  independent  sources,  income  which  the  record  dis- 
closes was  created  and  produced  by  a  single  business  enterprise.  .  .  . 
Petitioner  was  not  exclusively  a  hide  dealer  or  a  mere  tanner  or  a  leather 
salesman.  It  was  a  manufacturer  and  seller  of  leather  goods,  involving  the 
purchase  of  raw  material  and  the  working  up  of  that  raw  material  into 
acceptable  commercial  forms,  for  the  ultimate  purpose  of  selling  .  .  .  for 
a  profit.  Therefore,  the  buying,  manufacturing  and  selling  were  component 
parts  of  a  single  unit.  The  property  in  North  Carolina  is  the  hub  from 
which  the  spokes  of  the  entire  wheel  radiate  to  the  outer  rim. 

However,    Chief   Justice   Hughes   in   stating  the   opinion   of  the 
United  States  Supreme  Court,  said: 

We  are  unable  to  agree  with  this  view  The  evidence  which  was 
found  to  be  lacking  in  the  Underwood  and  Bass  Cases,  is  present  here. 
These  decisions  are  not  authority  for  the  conclusion  that,  where  a  corpora- 
tion manufactures  in  one  state  and  sells  in  another,  the  net  profits  of  the 
entire  transaction,  as  a  unitary  enterprise,  may  be  attributed,  regardless  of 
evidence,  to  either  state  .  .  .  The  difficulty  with  the  evidence  offered  in  the 
Underwood  Case  was  that  it  failed  to  establish  that  the  amount  of  net  income 
with  which  the  corporation  was  charged  in  Connecticut  under  the  method 
adopted  was  not  reasonably  attributable  to  the  processes  conducted  within 
the  borders  of  that  state;  and  in  the  Bass  case  the  court  found  a  similar 
defect  in  proof  with  respect  to  the  transactions  in  New  York.  Undoubtedly 
the  enterprise  of  a  corporation  which  manufactures  and  sells  its  manufac- 
tured product  is  ordinarily  a  unitary  business  and  all  the  factors  in  that 
enterprise  are  essential  to  the  realization  of  profits.  The  difficulty  of  making 
an  exact  apportionment  is  apparent,  and  hence,  when  the  state  has  adopted 
a  method  not  intrinsically  arbitrary,  it  will  be  sustained  until  proof  is  offered 

20  Note  7,  supra. 

21  Note  9,  supra. 
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of  an  unreasonable  and  arbitrary  application  ...  the  statutory  method,  as 
applied  to  the  appellant's  business  for  the  years  in  question  operated  un- 
reasonably and  arbitrarily,  in  attributing  to  North  Carolina  a  percentage  of 
income  out  of  all  appropriate  proportion  to  the  business  transacted  by  the 
appellant  in  that  state. 

It  should  be  noted  that  although  the  method  of  separate  account- 
ing was  upheld  in  this  case,  nevertheless  great  emphasis  was 
placed  upon  the  fact  that  the  statutory  fraction  was  clearly  unrea- 
sonable. This  is  evident  from  that  section  of  the  opinion  in  which 
the  court  said: 

For  the  present  purpose,  in  determining  the  validity  of  the  statutory 
method  as  applied  to  the  appellant,  it  is  not  necessary  to  review  the  evidence 
in  detail,  or  to  determine  as  a  matter  of  fact  the  precise  part  of  the  income 
which  should  be  regarded  as  attributable  to  the  business  conducted  in  North 
Carolina.  It  is  sufficient  to  say  that,  in  any  aspect  of  the  evidence,  and  upon 
the  assumption  made  by  the  state  court  with  respect  to  the  facts  shown, 
the  statutory  method  was  unreasonable. 

The  Corporate  Contract  As  An  Instrument  for  Evading  Allocation 

Requirements 

In  presenting  the  legal  phase  of  the  allocation  problem  some 
consideration  should  be  extended  to  the  matter  of  tax  evasion, 
and  especially  since  several  such  cases  have  been  brought  to  the 
attention  of  the  courts.  The  principal  means  of  evasion,  as 
brought  out  in  the  cases,  is  the  manipulation  of  contracts  between 
two  separate,  but  related  corporations.22  The  purpose  of  such 
contracts  is  to  divert,  or  * 'siphon*'  income  from  one  corporation 
to  an  affiliated  corporation  in  another  taxing  jurisdiction.  There 
are  two  main  incentives  to  evasion,  viz:  (1)  the  alleged  unfair- 
ness of  certain  allocation  fractions  as,  for  example,  the  Connecti- 
cut formula,  and  (2)  the  possibility  of  diverting  income  into 
one  or  iseveral  of  the  twenty-seven,  non-inlcome-taxing  states. 
Because  of  the  possibility  of  diverting  income  into  a  non-income- 
taxing  state  it  is  frequently  difficult  to  obtain  a  full  report  of  net 
income  from  a  domestic  subsidiary  or  a  branch  of  a  foreign  cor- 
poration. A  corporation  may  be  organized  and  operated  in  such 
a  manner  as  to  show  only  a  small  profit  or  even  a  loss  when  actually 
it  is  operated  at  a  substantial  profit.  Several  of  the  states  make 
some  statutory  provision  for  empowering  the  tax  commission  to 
investigate  the  facts  and  make  a  realloction  of  income,  if  it  can  be 
proven  that  there  was  an  attempt  to  defraud  the  state."    The  fol- 

22  See   Roswell   Magill,    "Allocation    of    Income   by    Corporate    Contract" 
(1931)  6  Harv.  L.  Rev.  935. 

23  Most  of  the  statutes  are  similar  to  the  regulation  provided  in  the  Wis- 
consin statutes  to  the  effect  that  "when  any  corporation  liable  to  taxation 
under  this  act  conducts  its  business  in  such  a  manner  as  either  directly  or 
indirectly  to  benefit  the  members  or  stockholders  thereof  or  any  persons 
interested  in  such  business,  by  selling  its  products  or  the  goods  or  commodities 
in  which  it  deals  at  less  than  the  fair  price  which  might  be  obtained  therefor, 
or  where  a  corporation,  a  substantial  portion  of  whose  capital  stock  is  owned' 
either  directly  or  indirectly  by  another  corporation,  acquires  and  disposes  of 
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lowing  illustrations  represent  the  most  important  cases  that  have 
come  before  the  court. 

BuiCK  Motor  Co.  v.  City  of  Milwaukee.^*— The  Buick  Motor 
Company,  a  Michigan  corporation,  wa^  engaged  in  the  retail  dis- 
^ibution  of  automobiles  through  a  branch  with  headquarters  in 
Milwaukee  The  entire  capital  stock  of  this  corporation  was 
owned  by  the  General  Motors  Company,  a  Delaware  corporation, 
which  operated  manufacturing  plants  in  Michigan.  According 
to  a  contract  made  in  1917  the  Buick  Motor  Company  agreed  to 
buy  the  entire  output  of  the  automobiles  and  accessories  of  the 
General  Motors  'Buick'  factory  at  Flint,  Michigan,  upon  a  basis 
resulting  m  an  annual  net  profit  of  only  $2,500  to  the  Buick 
Motor  Company. 

The  question  presented  to  the  Circuit  Court  of  Appeals  involved 
tne  validity  of  a  reassessment  under  authority  granted  bv  the 
Wisconsin  Legislature  in  1925  for  'back  taxes'  for  the  years 
l\)U-^b,  inclusive.     During  these  years  the  annual  sales  of  cars 

*«Q  nnnnnnT^'  ^^  -^^  appellant  ranged  from  a  minimum  of 
$89,000  000  to  a  maximum  of  $231,000,000,  while  the  annual  sales 
ot  the  Wisconsin  branch  were  from  $2,454,000  to  $6,800,000  The 
automobiles  and  accessories  sold  by  the  Wisconsin  branch  were 
billed  to  It  by  the  appellant  at  about  the  same  price  as  was 
charged  to  independent  distributors.  In  1917  the  income 
^^*m  Q  ^."l  \  *^'?  appellant  for  taxation  in  Wisconsin  amounted  to 
JD,U1».4^,  but  It  later  contended  that  its  income  was  only  $2  500 
that  year  and  for  several  years  thereafter.  For  1919  the  tax  com- 
mission added  approximately  $80,000  as  additional  income,  which 
had  been  withheld  by  the  appellant  as  a  reserve  for  dealers' 
rebates.  According  to  the  calculations  of  the  Commission,  this 
amount  represented  the  Wisconsin  proportion  of  the  aggregate 
income  of  $1,419,290.  ^ 

In  1920  the  Commission  expressed  its  disapproval  of  the  appel- 
lant s  general  plan  for  the  return  of  its  income,  and  in  1921 
initiated  the  general  practice  of  treating  the  Wisconsin  branch  as 
though  It  were  an  independent  jobber  or  distributor  of  Buick 
products ;  until  1925  the  appellant  presumably  made  \t&  return  of 
income  on  this  basis.  In  1926  the  Commission  made  its  own  audit 
ot  the  appellant 's  accounts  and  concluded  that  the  income  returns 
had  not  truly  reflected  the  income  and  a  reassessment  was  ordered 
which  increased  the  taxes  payable  for  the  period  of  1917-25  by 
approximately  $226,000.     The  method  followed  by  the  Commis- 

the  products  of  the  corporation  so  ownin^r  a  substantial  portion  of  its  stock 
in  such  a  manner  as  to  create  a  loss  or  improper  net  income,  the  commission 
may  determine  the  amount  of  taxable  income  of  such  corporation  for  the 
calendar  or  fiscal  year,  having  due  regard  to  the  reasonable  profits  which 
fr"l,  Lt"?^  arrangement  or  understanding  might  or  could  have  been  obtained 
trom  dealing  m  such  products,  goods  or  commodities."     Wis  8tat.  1925    ch 

Art.  QaLc   211   aoV-°'  ^^'''  ^*''*"  '^''-  ^^^^  ^^^^^^  '  ^'  ^-  ^^^  ^'''^'' 

2443  Fed.   (2d)  385/48  Fed.  (2d)  801   (C.  C.  A.  7th)    (1931). 
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sion  in  calculating  the  taxable  income  was  to  compute  the  Wis- 
consin gross  income  *'on  the  basis  of  selling  price  less  the  cost,  as 
if  the  Milwaukee  Branch  were  in  fact  an  independent  distributor. 
This  appeal  presents  no  question  of  theoretical  computation  of 
income.  In  order  to  arrive  at  the  gross  income  of  the  Milwaukee 
branch,  the  Tax  Commission  used  actual  sales  to  dealers  by  this 
branch,  and  actual  prices  which  independent  distributors  were 
being  charged  for  cars;  and  all  expenses  which  an  independent 
dealer  would  have  to  pay,  have  been  allowed  if  the  expenditure 
was  incurred  either  by  the  appellant  or  by  its  parent  in  appellant 's 
behalf.''  This  reassessment  was  upheld  by  the  district  court  and 
in  turn  aflSrmed  by  the  Circuit  Court  of  Appeals. 

Regarding  the  validity  of  the  contract  the  circuit  court 
observed  that: 

Whether  the  contract,  as  between  the  contracting  parties,  is  upon  its  face 
fraudulent,  does  not  concern  the  state  in  the  matter  of  its  taxes  upon  income 
derived  from  business  transacted  within  its  limits.  \Vhatever  other  purpose 
such  a  contract  might  have,  the  conclusion  seems  quite  irresistible  that  one 
of  its  objects  was  to  transfer  the  income  arising  from  the  business  of  such 
states  as  then  had,  or  might  thereafter  enact,  an  income  tax  law,  so  that 
the  income  would  not  be  taxable  in  the  state  where  earned  .  .  .  By 
turning  over  to  General  Motors  the  remittances  for  sales  made  by  appellant's 
Wisconsin  branch,  the  profits  which  appellant  earned  on  its  Wisconsin  busi- 
ness were  diverted  to  appellant's  one  stock  owner — General  Motors.  While 
appellant  carried  on  this  vast  business  under  an  arrangement  with  General 
Motors  whereby  the  profits  realized  at  once  passed  to  General  Motors,  the 
profits  constituted  taxable  income  in  Wisconsin  ere  they  passed  to  the  single 
beneficial  owner  of  the  capital  stock. 

The  Palmolive  Co.  v.  Conway.^'' — This  case  presents  a  very 
complicated  corporate  structure.  The  Palmolive  Company,  which 
will  be  designated  as  the  Wisconsin  Company,  had  been  engaged 
in  the  manufacture  and  sale  of  soap  in  Milwaukee  since  1894.  In 
1923  its  officers  organized  as  a  Delaware  corporation  the  Eastern 
Operating  Company,  which  later  became  the  Palmolive-Peet  Col- 
gate Company,  referred  to  here  as  the  parent  company.  In  the 
same  year  there  was  organized  in  Delaware  the  Western  Operating 
Company,  which  retained  this  name  during  the  period  under  con- 
sideration, 1924-26,  but  in  1927  it  became  the  Palmolive  Com- 
pany (of  Delaware).  This  company  acquired  all  of  the  outstand- 
ing capital  stock  of  the  Wisconsin  Company  following  its  dissolu- 
tion, becoming  thereby  liable  for  the  alleged  unpaid  additional 
income  taxes,  and  is,  therefore,  designated  as  the  plaintiff 
company. 

Upon  incorporation  the  parent  company  acquired  all  of  the  cap- 
ital stock  of  the  Wisconsin  Company.  It  also  purchased  all  of  the 
real  estate  and  tangible  personal  property  located  outside  the 
state,  accounts  receivable  due  from  parties  outside  the  state,  and 
intangibles  consisting  of  trade  names,  trade  secrets  and  good  will, 
paying  for  the  same  by  delivering  to  the  Wisconsin  Company  a 
certain  proportion  of  the   Wisconsin   Company  ^s  capital  stock, 

26  43  Fed.  (2d)  226  (1930). 
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Se1ema1nderoTtL*ZTt^  '"^^  Y^--  Companv. 

to  the  plaintiff  comt.anv^n  1..^  the  parent  company  then  sold 
of  plaintiff  and  Sn^advan^s  Th'  ^'"'  *•?■  '"*''«  <=«?'*«!  «to«k 
parent  relationship  Then  thSn^r  '^''^^ting  a  sort  of  grand- 
faeturing  plant  and  eaulLpnt^n?  ?k  m^'^P*''-^  ''""^'^t  *•>«  ^anu- 
at  MilwLkee    payinrfor  thP  1        ^isconsm  Company  located 

stock  of  said  wSsicLiwvT*^.  f  r""*  °*  *«  "^P'^l 
parent  company  This  <,t„rbW-''^i'^  '*  '"''^  ''"^'"^^  ^">^  the 
Wisconsin  Company    s^ttftr^'"  i^""^™"  ^''^^'^'^  ^^o^^  of  the 

the  intangiS  and  of  «  1  thi      property  outside  Wisconsin  and 
niaJn+jff  „       •'  J      °^  ^"  t"^  capital  stock  of  the  plaintiff     THb 

niVt  nf  P^i      1-      ^^^P^^y    contracted    to    sell    its    entire    out 

of  materfalf  S  ^  ^hr^rnst^C^^p^a^^"^^^^^ 

SLTJtr Cm'ei"  Ti'^  '*  ?''^''^^«''  tTe'maTutctS'g^ 
CompaS  ^^i^^^  fc^ 

r^tantl  si  of  tK-  ^''"^''^  -por'ted'Sn  the"  Jas?s!ffe 
the  paJTc^X?,  ^Jn^dT^JoTd  n^^Zet ^^^.^U^n^o' 
r  Af?^^QV*"^  ''^  '^^'''9"'  «°d  in  1926  a  deficit  of  llS's??' 

ip^ei^Tcc^nlVamouS  tfmTe  1^.4^50^00^  T  f''?- 
the  plaintiff's  income  LmTntlKd'  cSS  I  ScTtr%t 

paVTndT?hf  r^'  r^^^*  ^'^^  P-«"  »'  *e treit  dm' 
fix W  t^f  to     M    ?'^'''^>i'gham  Agency^'  to  these  two  companies 
fixing  the  taxable  income  of  both  of  them  for  1924  at  ll  297  %7 
or  an  increase  of  $1,175,108,  and  for  1926  at  mfi7  S70    n    f ' 

Wilconrfrif.fr'''.^*'^  """'  ^'whether,  with  the  same  business  in 
Wisconsm^as  before,  the  corporation  has  by  its  contracts  so  manipu 

adtlr'Siror^hrp^K^  '\^  P-Pose  of  placing 

commissions  thereon^  Its  aotTv^ti^^  iT.^  «  ^^'*''?."  ^^^^^  ^"^  collecting 
No  part  of  its  incc^ne  was  earnld  dTrPoflt  .^«""«^,^,^«"  y^th  manufacturing! 
thus  was  uot  taxable  within  the  state  ^tL'^'^'^'I'^I^iT^*.^^"  Wisconsin,  and 
should  be  allowed  for  luch  nart  of  t^.  S.^  "'i*  ^'^^  *^^*  *^^  injunction 
to  the  allocation  of  the  income  of  fhi!  f  ^^^^°"?^  assessments  as  Were  due 
Wisconsin  Company  "^^  *^''  ^^^""^  *«  *^«  Plaintiff  and  to  the 


Allocation  of  Corporate  Income  for  State  Taxation    51 

lated  its  organization  and  contracts  and  relations  to  cover  up  the 
true  income  attributable  to  Wisconsin  property  and  business; 
whether  the  court  may  go  behind  the  contracts  of  the  correlated 
corporations,  or  whether  it  is  bound  by  the  same/' 

In  making  its  computation  of  taxable  income  the  decision  shows 
that  these  facts  were  brought  to  light  by  the  tax  commission : 

The  Wisconsin  Company,  for  the  period  of  1924,  1925  and  1926,  received 
an  average  price  per  gross  for  the  product  sold  parent  company  of  $3.52  and 
for  the  product  sold  in  the  trade  in  Wisconsin  of  $9.24,  while  the  parent 
company  received  from  the  trade  for  its  soap  manufactured  by  Wisconsin 
comi)any  an  average  price  of  $9.14.  This  resulted  in  an  average  gross  profit 
to  Wisconsin  Company  of  17c  per  gross  on  the  goods  sold  parent  company, 
and  of  $5.78  on  the  goods  sold  direct  to  Wisconsin  trade,  while  the  parent 
company  in  the  same  years  realized  upon  the  soap  manufactured  by  Wisconsin 
Company  for  it  $5.61  per  gross.  Through  its  operations  during  the  period 
of  1921,  1922  and  1923  the  Wisconsin  Company  sold  on  an  average  per  year 
$10,519,531,  with  an  average  gross  profit  of  $10,305,573,  or  over  50  per  cent 
of  the  sales.  For  the  years  1924,  1925  and  1926  the  Wisconsin  Company, 
with  a  product  of  some  slightly  greater  cost,  had  total  average  sales,  includ- 
ing Wisconsin  sales,  of  $11,711,975,  and  an  average  gross  profit  therefrom  of 
$936,483,  or  only  about  9  per  cent  of  the  sales.  The  gross  profit  in  the  three 
latter  years  was  less  than  10  per  cent  of  the  gross  profits  for  the  three  pre- 
ceding Vears,  though  the  volume  of  articles  sold  was  greater.  Obviously,  this 
reduction  of  over  90  per  cent  in  gross  profit  and  of  almost  50  per  cent  in 
total  sales  was  due  entirely  to  the  fact  that  under  its  contract,  in  the  latter 
years,  it  sold  substantially  all  its  product  for  factory  cost  plus  3  per  cent 
or  6  per  cent  to  the  parent  company,  which  then  disposed  of  same  to  the  trade 
at  an  average  gross  profit  of  about  50  per  cent,  which  in  the  former  years 
had  been  realized  by  Wisconsin  Company. 

In  1921,  1922  and  1923  substantially  90  per  cent  of  the  profits  were  found  to 
have  accrued  in  Wisconsin,  in  the  years  1924,  1925  and  1926  the  apportion- 
ment to  Wisconsin  was  only  55.28  per  cent.  The  increased  apportionment  of 
33  per  cent  to  the  territory  outside  of  Chicago  was  found  to  be  due  to  the 
removal  of  the  activities  other  than  manufacture  out  of  the  state.  In  1921, 
1922  and  1923  the  average  annual  Wisconsin  income  was  about  $1,800,000, 
and  the  income  earned  out  of  the  state  just  over  $225,000.  In  the  years  1924, 
1925  and  1926,  according  to  the  commission's  allocations,  the  average  annual 
Wisconsin  income  was  $1,341,274  and  the  average  annual  outside  income 
$1,321,053.  In  other  words,  the  tax  commission  found  that  Wisconsin  Com- 
pany and  plaintiff  had  through  entirely  legal  means  removed  from  the  state 
annual  income  of  $1,321,000,  or  six  times  as  much  as  had  previously  been 
earned  without  the  state,  and  that,  though  the  total  profits  from  manufacture 
and  sale  had  increased,  the  total  income  earned  within  the  state  was  only 
about  two-thirds  what  it  had  been.  It  reduced  earned  Wisconsin  income  to 
two-thirds  of  its  former  amount,  and  increased  the  income  out  of  the  state 
six  times. 

Regarding  the  plaintiff's  contention  that  the  factory  cost  plus 
percentage  contract  was  fair  and  equitable,  the  court  observed  that 
other  companies  following  this  practice  did  not  exhaust  their 
entire  productive  capacities  in  the  process,  but  simply  made  use 
of  their  additional  capacities  in  this  manner  as  a  filler  or  supple- 
ment to  their  regular  production,  thus  furnishing  some  profit  from 
sources  which  might  otherwise  be  idle.  **  There  is  in  the  record 
an  eloquent  silence  as  to  anj^  manufacturer  who  has  built  or  bought 
a  factory  for  the  purpose  of  devoting  it  entirely  to  cost  plus 
production. '  * 
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TThese  and  many  other  similar  facts  led  the  court  to  conclude  that 
tne  contract  of  factory  cost  plus  percentage  manufacture  and 
sale  to  the  parent  company  constituted  a  fraud  upon  the  income 
tax  laws  of  Wisconsin.  ...  It  is  apparent  that  the  opera- 
tions of  the  plaintiff  and  the  Wisconsin  Company  were  subject  to 
the  jurisdiction  of  the  state  of  Wisconsin,  and  there  is  nothing 
improper  or  unconstitutional  in  the  manner  in  which  the  tax  com- 
mission attempted  to  reach  and  did  reach  their  proper  income/' 

People  ex  rel.  Studebaker  Corporation  of  America  v 
(xiLCHRisT.27— This  case  represents  a  different  type  of  evasion  from 
that  which  was  involved  in  the  two  preceding  cases.  The  litigation 
originated  out  of  a  provision  of  the  New  York  Tax  Law^^  relative  to 
the  requirement  for  a  consolidated  return.  Such  a  return  was 
required  from  an  owning  corporation,  that  is  the  parent,  when  it  was 
engaged  m  business  within  the  state.  There  was  no  provision 
however,  for  a  consolidated  return  by  the  corporation  that  was 
owned,  or  the  subsidiary,  until  the  1925  act  corrected  such  omis- 
sion. Despite  the  fact  that  it  seemed  to  be  a  case  of  tax  evasion 
as  IS  indicated  below,  the  subsidiary,  through  a  legal  technicality, 
was  able  to  avoid  the  allocation  requirements. 

The  Studebaker  Corporation  of  America  was  a  New  Jersey  cor- 
poration engaged  in  the  selling  of  automobiles  and  accessories  in 
New  York  and  elsewhere.    All  of  its  capital  stock  was  owned  by 
a  foreign  corporation,  the  Studebaker  Corporation,  which  manu- 
tactured  automobiles  and  accessories  in  Indiana  and  Michigan- 
and  sold  them  to  subsidiaries  similar  to  this  one,  carrying  on  busi- 
ness m  other  districts.    In  1920  an  arrangement  was  made  in  which 
the  parent  corporation  agreed  to  sell  its  motor  vehicles  and  acces- 
sories to  the  Studebaker  Corporation  of  America  at  the  list  price 
which  was  fixed  by  the  manufacturer,  less  25%  on  cars  and  33iA% 
discount  on  parts.    In  1920  the  distributor  showed  a  loss  of  $449  - 
:t    I?  f  ^condition  peculiar  to  all  the  other  subsidiaries  except 
the  Studebaker  Sales  Corporation  of  Ohio ;  while  the  parent  in  the 
same  year  made  a  net  profit  of  $11,434,954.41  from  all  of  its  opera- 
tions, including  both  manufacture  and  sale.     However    the  dis- 
tributor s  loss  was  taken  over  by  the  parent  corporation  at  the  end 
ot  the  year,  and  apparently  the  same  thing  had  been  done  in  pre- 
vious years  as  the  subsidiary  at  the  end  of  1920  was  indebted  to 
the  parent  for  more  than  $9,000,000.00.    In  1921  the  subsidiary 
apparently  had  a  loss  of  $2,168,178.63.    Likewise  losses  were  shown 
by  all  the  other  subsidiaries  except  the  Studebaker  Sales  Corpora- 
tion of  Ohio,  while  the  profits  of  the  parent  were  $13,684,952  73 

On  the  basis  of  these  losses  the  corporation  would  have  been 
^i^Q  r  *^^  minimum  tax  in  the  amount  of  $12.14  in  1921  and 
$15  91  for  1922.  The  tax  commission  imposed  a  tax  on  the  basis 
of  the  consolidated  return    for  the  parent  and  subsidiaries  as 

reported  to  the  federal  government;  computed  in  this  manner  the 

« 

27  244  N.  Y.  114   (1926). 

28  Art.  9A,  Sec.  211,  SuM.  9,  as  of  July  1,  1922. 
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tax  amounted  to  $9,398.66  for  1921  and  $11,936.24  for  1922.  The 
court,  however,  held  that  the  tax  had  been  improperly  assessed 
according  to  the  provisions  of  subd.  9,  of  section  211  of  the  Tax 
Law  as  of  July  1,  1922.  It  was  stated  in  the  decision  that  **the 
tax  has  been  laid  upon  the  theory  that  the  profit  to  the  agent  in 
order  to  be  fair  and  reasonable  must  absorb  the  entire  profit  to 
the  principal  from  the  business  of  the  agency.  .  .  .  The  busi- 
ness transacted  by  the  principal  included  process  of  manufacture 
carried  on  in  Michigan  and  Indiana,  a  process  which  was  anterior 
.    .    .    to  any  service  by  the  agent.*' 

As  to  the  test  of  the  legitimacy  of  the  contract,  we  note  that  the 
''taxing  officers  of  the  state  may  disregard  the  subsidiary  alto- 
gether as  a  bookkeeping  device  when  there  is  evidence  to  justify 
the  finding  that  it  is  a  device  and  nothing  more.  .  .  .  Before 
*the  corporation  persona'  may  be  ignored,  the  evidence  must  show 
that  Hhe  subsidiary  is  not  left  with  any  autonomy'  (Procter  & 
Gamble  Co.  v.  Newton^  289  Fed.  Rep.  1013),  and  that  the  parent 
though  in  form  speaking  and  acting  through  another,  is  operating 
the  business  directly  for  itself." 

The  dissenting  opinion  of  Justice  Crane  is  in  harmony  with  the 
present  attitude  of  the  courts,  in  which  he  pointed  out,  regarding 
the  method  followed  by  the  tax  commission  in  computing  the 
amount  of  the  tax,  that  such  method  might  have  been  inaccurate 
and  relator  had  an  opportunity  to  furnish  information  showing 
what  would  have  been  a  fair  profit,  but  did  not.  It  was  for  the 
relator  to  show  whether  or  not  there  was  an  actual  or  fictitious 
loss. 

Conclusion 

The  net  effect  of  the  decisions  relating  to  allocation  methods  is 
that  any  rule  of  fractional  apportionment  will  be  upheld  if  it 
appears  to  be  reasonable,  and  the  burden  of  showing  that  any  rule 
is 'uHTeasonable  rests  upon  the  complaining  taxpayer.  Despite  the 
decisions  in  the  Standard  Oil  cases,  it  seemed  uncertain  whether 
the  taxpayer,  that  is  a  mercantile  and  manufacturing  corporation, 
would  be  able  to  prove  a  contention  of  ''unreasonableness"  and 
thereby  receive  judicial  sanction  of  separate  accounting.  This 
uncertainty  was  eliminated  by  the  Supreme  Court  in  the  Hans 
Rees  case.  For  this  reason,  the  Hans  Rees  case  marks  a  turning 
point  in  the  trend  of  decisions.  However,  when  viewed  from 
another  standpoint,  it  seems  that  the  attorneys  for  the  Hans  Rees 
Company  were  guided  by  direct  precedent,  the  source  of  which 
was  in  a  section  of  the  opinion  delivered  in  the  Typewriter  ease 

stating  that  "there  is nothing  in  this  record  to  show  that  the 

method  of  apportionment  adopted  by  the  state  was  inherently 
arbitrary  or  that  its  application  to  this  corporation  produced  an 
unreasonable  result." 

The  decisions  do  not  answer  the  question  as  to  what  is  an  "unrea- 
sonable" or  "arbitrary"  apportionment  and  it  is  doubtful  if  a 
precise  answer  is  possible  at  present.    "Reasonable"  is  a  word 
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admitting  ol  very  wide  latitude  in  interpretation.  The  difficulties 
m  giving  a  precise  answer  to  the  question  of  what  constitutes  a 
reasonable  ratio  have  been  cogently  stated  by  Professor  Powell : 

andXf  lavr^iv'^VT  ^'^  ""'^  «P^«^^li«t«  in  economics  and  accounting 
^ide   aLut   rafZ  ^^  ^^'"^'^  *^.^°-    .^^"  Constitution  oflFers  them  nS 

guiae   about   ratios   and    bases   and   allocations.      It   merely   offers   them    an 

X' cSutVon^rnd^'o'^^^^^^^         "^'^  ^""^r  ^^  J"^««^^"*  -«  sou'es'o'u'sid 
is  to  SDot  «omp?hfn^  outside  the  common  law.    The  most  that  a  court  can  do 
dea?lv^bad       Tifel  ^^'^^  ^^^•'  ^"^  f"«h  that  is  clearly  questionable  is  not 
w  iJ  ?  u      Judicial  condonations  of  modes  of  allocation  should    therefore 
Dnnhfl.^  A"  ^^.^^'^^^^  tjat  these  modes  are  the  best  that  can  be  dev  sed' 

Ji«f  ii  l*^^'"^  'II'''  ?"'^  ^°^"^^^  ^^  ^"  intrinsically  good  ratio.  The  best 
that  can  be  hoped  for  h  a  good  stab  at  a  good  ratio.  29  ^  ^^^^ 

It  is  not  contended  in  this  report,  that  the  burden  rests  upon 
the  Supreme  Court  of  differentiating  clearly  between  '' reasonable ' ' 
and  unreasonable"  practices.  The  real  burden  rests  upon  the 
taxpayer  to  file  complaint  against  the  allocation  fractions  of  several 

flt?!^""  ^'  Ti"'  *.^^q^e«tion  of  non-uniformity  and  double 
taxation.  When  this  is  done  the  Supreme  Court  will  have  the 
material  for  making  a  contribution  to  the  settlement  of  the  allo- 
cation problem. 

Tot^^*  ^•. Powell  "Business  Taxes  and  the  Federal  Constitution,"  National 
Tax  Association,  Proceedings,   (1925)   P.  184.  i^^d^iionai 
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CHAPTER  IV 
SYSTEMS  OF  FRACTIONAL  APPORTIONMENT 

• 

^  It  is  the  purpose  in  this  chapter  to  describe  the  various  alloca- 
tion systems  of  the  income-tax  states,  with  the  exception  of  New 
York,  Massachusetts  and  Wisconsin,  which  are  considered  some- 
what in  detail  in  the  next  chapter.  For  comparative  purposes,  the 
method  of  the  federal  government  is  included  in  this  section, 
although  it  uses  a  fractional  apportionment  very  infrequently.  It 
was  deemed  advisable  also  to  include  a  brief  explanation  of  the 
model  allocation  proposal,  which  was  made  by  the  Committee  of 
the  National  Tax  Association  in  1922,  reserving  a  discussion  of  the 
theoretical  aspects  of  this  plad  for  another  section  of  the  report.^ 

In  the  individualistic  attempts  of  the  states  to  tax  the  income 
arising  out  of  interstate  corporate  activities,  a  haphazard  alloca- 
tion structure  has  been  erected.  Uniformity  is  conspicuous  by  its 
absence.  The  systems  are  so  diverse  that  classification  for  com- 
parative purposes  is  difficult.  Even  when  the  same  factors  are  used 
by  several  states,  it  usually  happens  that  different  weights  are 
attached  to  them  with  the  result  that  little  similarity  exists.  The 
following  classification  serves  as  a  general  basis  for  differentiation, 
although  there  are  wide  differences  within  the  groups. 

Allocation  Systems  Based  on  a  Single  Factor 

The  most  arbitrary  method  is  represented  in  the  use  of  a  single 
factor  or  ratio  as  a  basis  of  allocation.  There  are  several  criteria 
of  business  activity,  such  as  manufacturing,  buying,  warehousing 
and  selling,  that  may  be  used  in  making  a  fractional  apportion- 
ment of  income.  Obviously,  the  use  of  a  single  allocation  factor, 
in  determining  the  proportion  of  income  that  is  taxable  within  a 
given  state,  may  be  an  inadequate  reflection  of  the  amount  of  busi- 
ness actually  conducted  therein.  The  amount  of  income  arising 
out  of  business  carried  on  in  several  states  may  be  affected  by  all 
of  the  business  activities  jointly,  in  which  event  no  single  factor 
will  suffice  in  making  a  proper  allocation. 

Froferty— Connecticut.— In  Connecticut,  the  allocation  formula, 
for  corporations  engaged  in  the  manufacture  or  sale  of  real  or 
tangible  personal  property,  is  based  on  the  ratio  which  real  estate 
and  tangible  personal  property  located  within  the  state  bears  to  the 
total  of  such  property  wherever  located.^  The  fraction  is  applicable 
to  both  foreign  and  domestic  corporations.   Tangible  property  con- 

iSee  P.  110  ff. 

2  G  8.,  Revision  of  1930,  Ch.  74,  Sec.  1327.  All  other  business  corporations 
use  the  gross  receipt  ratio.  North  Carolina  used  a  similar  allocation  method 
for  several  years,  but  a  new  method  was  adopted  in  1931. 
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stitutes  an  important  and  perhaps  essential  measure  for  determining 
/  the  situs  of  income,  under  the  fractional  scheme  of  allocation,  but 
when  used  exclusively  it  can  hardly  be  considered  as  an  adequate 
criterion  for  distributing  taxable  income.  The  implications  of  this 
allocation  device  are  indicated  in  the  Underwood  Typewriter  case.^ 
In  this  case,  the  company  showed  that  eighty  per  cent  of  its  gross 
earnings  were  derived  from  the  sale  of  manufactured  products  out- 
side the  state  and  out  of  a  total  of  $1,337,000  net  profits,  only 
$43,000  were  received  in  Connecticut.  Nevertheless,  the  company 
was  taxed  on  forty-seven  per  cent  of  its  net  income  because  forty- 
seven  per  cent  of  its  real  estate  and  tangible  personal  propertv  was 
located  within  the  state. 

Sales  and  Gross  Receipts.— It  will  be  observed  in  the  table  in  the 
Appendix  that  all  of  the  states  use  the  item  of  sales  either  as  a 
principal  or  as  an  alternative  allocation  ratio.  The  function  of 
selling  should  be  represented  in  an  allocation  fraction,  but  many 
taxation  inequities  arise  if  the  sales  factor  is  used  exclusively  If 
a^corporation  manufactures  all  of  its  goods  in  Connecticut  and  sells 
them  m  a  state  which  allocates  on  the  basis  of  sales,  as  in  Tennes- 
j  see.  It  will  be  subject  to  taxation  on  two  hundred  per  cent  of 
its  income. 

Tennessee.—Taxahle  income  is  allocated  to  Tennessee  according 
to  the  ratio  which  gross  sales  within  the  state  bear  to  total  gross 
sales.  The  fraction  may  be  applied  to  both  foreign  and  domestic 
corporations.  A  combination  of  the  Connecticut  and  Tennessee 
formulae,  m  the  case  of  a  corporation  operating  in  the  two  states, 
IS  an  effective  illustration  of  the  inequities  of  non-uniform  prac- 
tices. However,  the  fractions  are  not  always  applied  rigidly 
and  a  policy  of  ^'equitable  relaxation''  is  frequently  followed  in 
Tennessee. 

Montana— The  statutes^  provide  that  income  shall  be  allocated 
by  the  method  of  separate  accounting  rather  than  by  an  arbitrary 
allocation  device.  Nevertheless,  in  practice,  an  apportionment  is 
made  ot  the  business  expenses  which  cannot  be  specifically  allo- 
cated. Such  an  apportionment  is  made  according  to  the  ratio 
which  gross  income  in  Montana  bears  to  total  gross  income. 

Mississippi.— The  allocation  fraction  for  trading  corporations 
represents  the  ratio  of  the  net  cost  of  sales  in  Mississippi  to  the 
total  net  cost  of  sales.     It  is  provided,  also,  that  the  turnover,  as 

s  Underwood  Typewriter  Company  v.  Chamberlain,  254  U.  S.  113.    Discussed 

Oil)  Jr.  oo. 

in  Fn;,I,*FT  inn'f'n'"'-  'i^-'''  ?™''"''i  ''?  ^;  1»27,  c.  44;  instructions  contained 
5  R.  C.  Sec.  2298,  c.  179. 
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measured  by  the  cost  of  sales,  must  be  shown.*'    Foreign  corpora- 
tions, only,  are  required  to  use  the  allocation  fraction.^ 

South  Carolina. — The  allocation  fraction  is  applicable  only  to 
foreign  corporations,^  which  are  required  to  use  one  of  three 
methods:  (1)  foreign  corporations  which  manufacture  within  the 
state  are  required  to  make  an  allocation  on  the  basis  of  the  prop- 
erty ratio;  (2)  the  gross  sales  ratio  is  used  by  corporations  which 
are  engaged  in  buying  or  selling  within  the  state,  and  which  have 
no  property  therein;  (3)  all  other  corporations  use  an  average  of 
the  two  ratios.^ 

Missouri.— Missouri  has  a  unique  fraction,  which  is  applicable  to 
foreign  and  domestic  corporations.  It  is  provided  that  the 
''amount  of  sales  or  transactions  wholly  within  this  state  shall  be 
added  to  one-half  the  amount  of  sales  or  transactions  partly  within 
and  partly  without  this  state,  and  this  total  shall  be  divided  by  the 
total  sales  or  transactions  everywhere  to  determine  the  proportion 
of  such  total  income  to  be  used  to  arrive  at  the  amount  of  the 
tax. ''10 

Evidently,  the  inclusion  of  one-half  of  the  sales,  partly  within 
and  without  the  state,  in  the  numerator  of  the  fraction  is  an  addi- 
tion for  ''good  measure"  in  favor  of  the  state,  inasmuch  as  this 
increases  the  proportion  of  net  income  which  is  taxable  in  Missouri. 
It  will  be  observed  in  the  table  of  the  Appendix  that  the  numerator 
of  the  allocation  fraction  of  other  states  includes  only  the  sales, 
property  or  other  factors  within  the  state,  while  the  denominator 
consists  of  the  total  of  such  factors  within  and  without  the  state. 

Arkansas.— Trading  or  mercantile  corporations  are  required  to 
allocate  taxable  income  to  the  state  according  to  the  ratio  which 
gross  sales  within  Arkansas  bear  to  total  gross  sales."  The  use  of 
the  arbitrary  method  is  required  of  foreign  corporations  only. 

Combination  Fractions 

Property  and  Gross  Receipts.— F^Vgrmia.— The  allocation 
method  which  is  followed  in  Virginia  represents  an  intermediate 

^G.  L.  1924,  c.  132,  Sec.  15  (Code  1927,  Sec.  5663).  Return  IT,  Form 
301-W-F,  Revised.     Code  1930,  C.  124. 

Manufacturing  corporations  make  an  allocation  on  the  basis  of  the  average 
ratio  of  ( 1 )  cost  value  of  capital  assets  within  and  without  Mississippi,  and 
(2)  direct  and  indirect  expenditures  for  labor  within  and  without  the  state. 

7  Domestic  corporations  may  use  the  method  of  separate  accounting.     How- 
ever   no  credit  is  allowed  for   income  taxes   paid  by  domestic   corporations  >f 
which  operate  in  other  states.  I 

8  The  tax  on  domestic  corporations  is  measured  by  entire  net  income  with 
a  deduction  allowed  for  net  income  from  a  regular  business  outside  the  state 

ono    ooT^  ^""^  ^^*  ^^  ^^^^'  ^^^'^-  ^'  1^5  Acts  1927,  Act  1;  Acts  1930,  Acti 
oUo,  834. 

10  Income  Tax  Regulations  1931,  P.  12.     R.  8.  1929,  Art.  XX. 

"Act  118  of  1929,  Sec.  15  (3a);  Regulations  7,  Art.  362,  364.  Manu- 
lacturmg  corporations  use  a  fraction  which  represents  the  ratio  of  production 
costs  incurred  within  the  state  to  the  total  cost  of  production. 
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KL^!!^''"  *5'  extremely  arbitrary  method  of  a  single  ratio 

it  ~-  ^^^^^^^^^^^^^^^  rtt^; 

staS^TT^f.",''^"  ^"^'^  PAYROLU-The  allocation  fraction,  in  five 

fhelZlS'S'rth'r  'Tr-^''  doVeLrcoSaJns' 

^-^^^  an7£KesSn  ?LS  e?uS 

^  SSfX^^^nYyTsfn^l^ratfoTli'",^  ^C^  ^^^^^^-^^ 

«S1  tSf^^  J?4^-^r^et^^::d^rme1!r^ 
Err'e'netTnir*!:^"*^^"^^;'^^^'-^^^^^^^^^^^ 

aTerSvtratr*^  ^^^'^^'^  *^^  stft:vth:rtK^34\^ 

effS^e'^*;;:mier'iriqJf-f  '"^  ?"^  °^  ^«™°°t'  ^^ich  became 
S  a  nSnre  ilf5'  1^1'  ?.?"'':"'  ^'^^  '•«*'>™  «*  information  of 
suca  a  nature  as  to  indicate  that  its  method  of  allocation  will  be 

11m  f^  ■'f'''.?"''^-  '"2®'  f'-  «•  See's.  52-54. 
^^Massachusetts,  General  Lamt  O   rq   Qa«   oq    /-i  t*       .      ~ 

Sec.   10-Specific  formullcontafned  fn'l^'     /nf^*'^^^^"'^'  '^*^^*-  ^^^O  C.  13, 

f ,£to%rfe  Vo5f1"  s='"S'f  •  ^"^  ""S: 

Regulations  1929,  p.  19  f      See  ehl^ilr^  L    i        l^.^^'  7" Excise  Tax  Law 
chusetts  practice.  P*^"^  '''^^  '<"'  <>*''«'■  aspects  of  the  Massa- 

vaJ:e^o^'e11°rd^aribLrrso"aroVotr^"?K^f°"=    '»'   ''-™^-  """thly 
bills  and  accoimts  ^^1^'"  nl Sn  ^^',  '^*  ''^f*^^  """^ly  value  of 

corporation  from  meTohlnmeZl'a^Zl^\r^lij''>^'^y  ^1^  ''^  '•"> 
state,    (2)   the  niirchasp  or  «!i1»  ^"uiMzurea   by  it  within   and  without  the 

formed'b;  any  Xer  ^r  "ge"t''of°lhr ^70  a?[oT'1^„d7',  '''    '"'"'^^  P^ 
stocks  of  other  corporations  owned  hvrt,J„'     f**   '"'  a^«fage  value  of 
allocated  to  the  state  on  the  bls's  of^th^lJ»IP°'*H°?;.     <?"*  '^'^'^^  a"-" 
representing  such  share  stock.r  laS  i^  Art    9"a,^*^'  l^^"^^  P^P^^t^ 
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essentially  the  same  as  that  of  New  York.^^  The  Commissioner  of 
Taxes  is  empowered  to  formulate  rules  and  regulations  for  the 
allocation  of  net  income. 

Property,  Sales  and  Manufacturing  Costs. — Wisconsin. — The 
taxable  income  of  foreign  and  domestic  corporations  is  appor- 
tioned to  Wisconsin  on  the  basis  of  an  arithmetical  average  of 
the  following  ratios:  (a)  real  estate  and  tangible  personal  prop- 
erty, (b)  cost  of  manufacturing,  which  includes  costs  of  goods 
and  materials,  wages  and  salaries,  and  ''overhead,"  and  (c)  sales.^" 
This  method  is  explained  and  discussed  at  some  length  in  chap- 
ter six. 

Washington.— In  November,  1932,  the  State  of  Washington 
adopted  a  corporation  income  tax  which  became  effective  Decem- 
ber 8,  1932.^^  From  the  basic  features  of  the  act,  it  seems  quite 
evident  that  the  Wisconsin  Statute  served  as  a  model.^^  The  allo- 
cation provisions  are  practically  the  same  as  those  in  the  Wisconsin 
law  so  that  a  listing  of  the  allocation  factors  is  unnecessary. 

North  Carolina.— In  1921,  North  Carolina  adopted  a  corporation 
income  tax,  under  which  the  taxable  income  of  manufacturing  cor- 
porations was  to  be  apportioned  to  the  state  on  the  basis  of  tangible 
property  within  and  without  the  state.  This  method  is  followed 
by  Connecticut  at  present.  However,  the  practice  was  changed  by 
the  1931  law  which  provides  two  types  of  allocation  fractions  to 
be  applicable  to  foreign  corporations  only.^^  In  the  ease  of  a 
manufacturing  corporation,  the  entire  net  income  shall  be  appor- 
tioned on  the  basis  of  the  ratio  obtained  by  taking  the  arithmetical 
average  of  the  following  ratios:  (1)  fair  cash  value  of  real  estate 
and  tangible  personal  property  within  and  without  the  state  and 
(2)  the  cost  of  manufacturing  within  and  without  the  state,  such 
cost  being  measured  by  cost  of  goods  and  materials,  payroll  and 
"overhead.''  If  the  company  is  engaged  principally  in  "selling, 
distributing,  dealing  in  or  use  of  tangible  personal  property" 
within  the  state,  the  entire  net  income  shall  be  apportioned  on  the 
basis  of  the  average  of  the  following  ratios:  (1)  fair  cash  value  of 
real  estate  and  tangible  personal  property  within  and  without  the 
state  and  (2)  total  sales  within  and  without  the  state.^** 


15  General  Laws  relating  to  Income  Taxes,  Acts  of  1931,  Part  TI,  Sec.  9. 
The  same  items  are  specified  as  in  Note  14,  supra,  with  the  exception  of  pay- 
ment for  "services  performed  by  any  officer  or  agent  of  the  corporation." 

The  first  returns  were  not  due  under  the  act  until  April  15,  1932. 

^e  Stats.  1929,  Chap.  71.02   (3)    (d). 

17  Initiative  Measure,  No.  69.  It  is  applicable  to  all  income  earned  in  the 
calendar  year  1932. 

18  For  a  summary  of  the  differences  between  the  two  acts,  see  Commerce 
Clearing  House,  State  and  Local  Tax  Service,  Washington,  (1932)   p.  1245. 

19  Domestic  corporations  are  taxed  on  their  entire  net  income,  with  an 
allowable  credit  for  income  taxes  paid  in  any  other  state. 

20  Revenue  and  Machinery  Acts,  Session  1931,  Art.  IV,  Sec.  311. 
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^^^^XTLZtSt:2usTlf''''^^^^^^  Dakota,  in 
on  a  combination  of  tan^M  '  tn^T  ^°  allocation  method  b^sed 

weighted  at  fifty  per  cS"  The  S"''  '?^  ^T"""^'  '^"^  *«  be 
eign  and  domestic  corporations  The  hn  ?'  «PP^f '«  to  both  for- 
by  the  following  items-  nnrX,«»o    *    business  factor  is  measured 

paid  out  for  «ra„d''rg:;rd'Ssi.""*"^^^^'  ~°*^ 

r^Sl7^~:ntti^VZ^Z  !i  '•'^'  -^^f  P-ided  no 
taxable  income  is  to  braDDor^fol,^  f  ^^-  V'^'^^''  *^^  "^^  1^^, 
proportions  which  tLribk  pro'ertv  «^^'''-^'*  according  to  the 
bear  to  total  property  and  busS-°  Th^r'f-'^^^'"  *^'  «*^t« 
to  both  foreign  and  domestic  corToratiom  N^*'°°  ''  applicable 
business  factor  are  includwJ  in  thrrfoif '  .^'^  measures  of  the 
to  the  tax  commissioner  wti  •  ^  ®*^*"*^'  *^e  matter  being  left 
regulations  ''  ^^^  '^  empowered  to  formulate  rule!  and 

Proposal  of  .he  Conunittee  of  the  National  Tax  Association 

cialtSuldTeTnldei'in  aTe^'^l-"^  ^'i^^^""-'  Tax  Asso- 
systems.  In  the  formuJafion  of  tt  P*'""  °f  American  allocation 
tie^  of  the  leading  Ttate,  "1  this  proposal,  the  allocation  prac- 
mula  incorporates  the  most  wll,''''"'*'^"/  considered  and  the  for- 
of  taxable  income  ^"^'^^  "^'^  ^^'^tors  f  ,r  the  segregation 

Tapirs  wa;  ;tstle??3"  IS^^-f^V^^  of  the  National 
income  of  business  co^orSs  w^  to  h^fn  "  *^''  P"? "'  ''^^^  °«t 
states  on  the  basis  of  taSe  nronertv  pnfi'^'^'''"*'"""''  -^""O"^  the 
and  without  the  state  nrnnaw  P^oPe^y  and  gross  receipts  within 

receipts  at  one-?hfd  inX^^fra^tfoT^  '^''^''''^  "*  '"^"-^"^  "'"^ 

bettlS^te?eni«  ^nt^^pTan^oHf  °^^"~  T^^ 
based  upon  the  two  factors  of  tsTdi  f"oeation  which  was 

to  be  weighted  alflf^y  per  cent  f^hf/^"?^  ^S^  ^'''^'^'  each 
the  amount  of  income  sub^VcttV»  **'%?'*etion."    In  computing 

that  interest,  rente,Tvidends  and  rS"'"'"'">  '}  -^^^  P^^^ed 
course  of  business  sS  be  speciS^^'^r^^^^^^^  "-eg^lar 

which  they  are  received    =,,1^  ^  allocated  to  the  state  in 

in  connectin  ^ith  t^e  bSVTo';iH  r^/f  ^^'/."°*  '«««-ed 
payer's  total  net  income     r«1«fr     ^1  '^«<^°eted  from  the  tax- 

^l^^i^nnection-^rbut^rin^Te  ^U^tHfi ^ 

.atJS,J-.t5T  Tat^%tC-cl%%''''^'-    ^'-'  I—  Tax  Law  Ue^. 
.^Th.s^formula  wa.  proposed  by  a  committee  of  the  National  Tax  Association 
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should  be  allocated  to  the  state  in  which  the  assets  are  located; 
any  gains  from  the  sale  of  property,  not  used  in  connection  with 
the  business  should  be  deducted  from  the  taxpayer's  total  net 
income.  The  remainder  of  the  net  income  was  to  be  subject  to 
apportionment  according  to  the  proportions  which  the  tangible 
property  and  business  within  a  state  bear  to  the  total  tangible 
property  and  total  business.  The  business  of  the  corporation  should 
be  measured  by  the  amounts  paid  out  during  the  year  for  (1) 
materials  and  supplies  and  (2)  payroll,  plus  (3)  receipts  from 
sales.  The  property  and  business  ratios  were  to  be  averaged,  the 
resulting  percentage  representing  the  allocation  percentage  appli- 
cable to  the  entire  net  income  of  the  business. 

This  plan  has  received  more  consideration  from  tax  experts 
than  any  other  scheme  of  fractional  apportionment.^^  As  stated 
previously,  it  was  adopted  by  the  State  of  North  Dakota  in  1923. 
Moreover,  it  has  been  incorporated  into  the  federal  allocation  pro- 
cedure, as  will  be  explained  in  the  following  section. 

Methods  of  Fractional  Apportionment  Employed  by  the  Federal 

Government 

The  status  of  fractional  apportionment  in  federal  procedure  has 
been  stated  previously  j^®  it  will  be  recalled  that  fractional  and 
empirical  methods  are  used  only  as  a  last  resort,  that  is,  when  a 
separate  accounting  is  impossible  or  inapplicable.  Nevertheless, 
a  comprehensive  fractional  procedure  is  contained  in  the  federal 
statutes  for  the  allocation  of  income  from  the  sale  of  personal 
property  arising  from  sources  partly  within  and  partly  without 
the  United  States.  It  is  provided  that  the  net  income  subject  to 
apportionment  shall  be  computed  by  deducting  from  gross  income 
those  **  expenses,  losses  or  other  deductions  properly  apportioned 
or  allocated  thereto  (United  Stales,  a  Possession  or  a  foreign 
country)  and  a  ratable  part  of  any  expenses,  losses  or  other  deduc- 
tions which  cannot  definitely  be  allocated  to  some  item  or  class 
of  gross  income."  Income  from  the  sale  of  personal  property, 
which  is  derived  from  sources  partly  within  and  partly  without 
the  United  States,  may  be  divided  into  two  classes:  (A)  from 
sources  partly  within  the  United  States  and  a  foreign  country  and 
(B)  from  sources  partly  within  the  United  States  and  partly 
within  a  possession  of  the  United  States.^^ 

(A)  One-half  of  the  net  income,  which  arises  partly  from  sources 
within  the  United  States  and  partly  within  a  foreign  country,  is 
apportioned  according  to  the  ratio  of  the  average  value  of  the 
taxpayer's  property  in  the  United  States  to  the  average  value  of 
the  total  property  of  the  taxpayer.     The  remaining  one-half  of 

28  For  a  discussion  of  the  theory  underlying  this  proposal,  see  P.  109  ff. 

26  See  P.  35. 

27  United  States  Treasury  Department,  Income  Tax  Regulations  74,   Sec 
119,  Art.  682. 
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tn  Ihi  /rf  ^^t^^'  ^^^""f  "^^  ^  "'''"^o'l  0*  *he  federal  statute  relatin<r 
tL  U„iteKT'°*  f  '"""T'  ^"''"^  *'«'"  ««'^««s  partly  witMS 
Stated  Beo!!,i.r^'^  P^'"^  ^'^^^'^  ^  possession  of  the  United 
btates     Because  of  disagreement  over  the  "sources  of  income  " 

cerr w^rr'  t^'^H"'  '"^""^'^  ^^^  «"««"»  ^^  the  case  oHon- 
ZTC^^  A°lf}  *°*'^''f°  ^""^  "'•'la^e^  >»!  Puerto  Rico  for  sale 

taxed   in   the   United   States,   under   authority   of  the   Federal 

forX  taxation  o\''''  ««''*?-  ^17,  which  provLd,  in  UsSS 
tor  the  taxation  of  income  m  the  country  in  which  the  goods  were 

Scinl^  +W  "*  ^''°'  ^'''^'^'''  *^«  legislation  was  based  on  the 
principle  that  income  accrues  to  the  country  in  which  the  goods 

ZX^r^'  ^t'Z'\''^^'  ^""^  accordingly,  taxes  were  iS 
federil  1  Profits  of  the  buying  establishments.  Although  the 
for  Lli  •r*°i^''"'*''?.4  ^^'  general  rule  of  allowing  credit 
for  taxes  paid  in  Puerto  Rico,  no  credits  were  allowed  in  these 
cases  because  the  income  had  not  arisen  from  sourl  in  the 
latter  country,  according  to  the  interpretation  of  the  Treasury 
Department  The  net  result,  therefore,  was  the  taxation  of 
approximately  two  hundred  per  cent  of  the  income  of  concerns 
which  were  engaged  m  the  purchase  of  tobacco  and  molasses  in 
Puerto  Rico  for  sale  in  the  United  States. 

lo  \^-H'  *'"'  f"?''*^  ^'"^an  legislature  passed  a  new  income  tax 
ttTnl  9^7"^^'/*!"^^ ^  to  remedy  this  situation  in  the  event  that 
bection  217  of  the  federal  law  was  revised.  The  revision  was 
accomplished  m  1926  and  the  Commissioner  of  Internal  Revenue 
was  authorized  to  formulate  processes  or  formulas,  subiect  to 
approval  by  the  Secretary  of  the  Treasury,  that  would  be  in 
harmony  with  those  of  the  Puerto  Riean  Treasury 

The  new  method,  which  was  adopted  upon  the  recommendation 
ot  Professor  Ilaig,  who  served  as  Adviser  to  the  Tax  and  Revenue 
Commission  of  Puerto  Rico,  represents  an  application  of  the  pro- 
posal by  the  Committee  of  the  National  Tax  Association  in  1922  ^^ 
ot  which  Dr.  Haig  was  a  member.  It  is  provided  that  one-half  of 
J?e  net  income,  which  is  derived  from  sources  partly  within  the 
United  btates  and  partly  within  a  possession  of  the  United  States, 
shall  be  apportioned  according  to  the  proportion  which  the  average 

9+fL'?"!.'  ^"1  ''<',™""*«  receivable  shall  be  assigned  or  allocated  to  the  United 
no  nffij  r  **^  debtor  resides  in  the  United  States,  unless  the  taxpayer  has 
no  office,  or  agent,  m  the  United  States."  ' 

It  should  be  noted  that  a  distinction  is  made  in  federal  practice  between 
the  purchase  of  goods  m  another  country  with  subsequent  sale  in  the  Sd 
States  and  the  manufacture  of  goods  abroad  with  subsequent  sale  in  the 
United  States.    Under  the  former  ease,  all  of  the  income  from  the  transaction 

Jhe^ibY^lTo'f  ^^T^:;^ii::-:i^^iji^  itT.:^ 

FnT^L^dVriifdeTu^^''''-''-'  '-'-y  P''-  -  «  *"«  eomplA 'Lrn? 
29  See  P.  62  f . 
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value  of  the  taxpayer's  property  in  the  United  States  bear  to  the 
average  value  of  the  total  property  of  the  taxpayer;  the  remain- 
ing one-half  of  net  income  shall  be  apportioned  according  to  the 
proportion  which  the  taxpayer's  business  in  the  United  States 
bears  to  the  total  business  within  the  United  States  and  within 
the  possession  of  the  United  States.  The  *' business  of  the  tax- 
payer" is  measured  by  the  amount  which  is  paid  out  during  the 
year  for  (1)  payroll,  (2)  purchases  of  materials  and  supplies,  plus 
(3)  gross  sales;  ''such  expenses,  purchases  and  gross  sales  being 
limited  to  those  attributable  to  the  purchase  of  personal  property 
within  the  United  States  and  its  sale  within  a  possession  of  the 
United  States  or  to  the  purchase  of  personal  property  within  a 
possession  of  the  United  States  and  its  sale  within  the  United 
States. "«° 


30  United  States  Treasury  Department,  Income  Tax  Regulations  69,   Sec. 
217,  Art.  328j  Income  T&x'Regulations  74,  Sec.  119,  Art.  682. 
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CHAPTER  V 

ALLOCATION  PRACTICES  IN  NEW  YORK,  MASSACHUSETTS 

AND  WISCONSIN 

eoHl  :?e7e5rsiScam  LaZ  X'  ^'f^'^-^^'^  and  Wis- 
these  states.     The  purnoL  of  tM,,!''"/''^?'*"*'  importance  of 

Derelopment  and  Nature  of  the  Allocation  Formulae 

ness  carried  ^n  ZVo^LX ':t:Z  tuZT  ^{^"f^ 
commission,    in  1923,  more  definite  provisions  were  adopted  : 

to  be  allocated  to  the  state  in  whLl?A/^'        ^?™  *''®  ^*'«  "'  property  was 
was  derived  was  ?ocated  ItZa^tuUi°^'lt^  ^T  business  from  which  it 

mission  to  determine  whether  or  not!  nroi'r  »n'  *'^.<='-««»°  °f  the  Tax  Com- 
separate  accounting,  but  if  in  thp?r  t„S™P^^ *"»«»*'<>''  ^ouW  be  made  by  a 

not  properly  reflecf  the  income  ^^1^:"  ht  sT/te^^f^l'f  "="  "?k^ 
a  definite  form  of  allocation      Pir.t   A<!\.„*  •  "',    .     statute  provided 

was  specifically  allocaTed  to"  the  sHus  of  tL'T^'  f '  i"'  ^^'^P^^^'^'  ^'"<=b 
or  to  the  residence  of  thV  reclnW  „  I  Property  from  which  derived 
apportioned  to  WiSonsin  on  IheCs  oT /l,  <»«d"«t«\.«°'l  the   income   was 

ZX^^l::?^  th:-:tat-b^e*'s  r  jx^«  j:k -i: 

thatr^e*?^:  atovTmefhorr^  '"'f^^'K''  "  -«  P--ded 
tt^lSTiS-^^--  aTeXTrS  ^f  ^tiS^  ~ 

of^^'^rcrrdin^fothi^^^^^^^^^        '%'n^^  '^P'*'^  t''^  --«ed  law 

^hree_items:  tangible  property,  exS^o/lV^tJ^Z! 

193ot  vTVp'sf f"'  '""''"'"""'  «°"'^'  «'»'*  'f'-o-^  ^-o-*   (New  York, 
aSeeP.  71. 
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assembling,  and  sales.  The  new  law  is  specific  as  to  the  elements 
included  in  the  allocation  fraction  so  that  there  is  less  uncer- 
tainty than  formerly. 

There  have  been  a  number  of  important  cases  before  the  courts 
involving  an  interpretation  of  the  Wisconsin  income  tax  law.  One 
of  the  most  significant,  from  an  historical  standpoint,  is  that  of 
United  States  Glue  Co.  v.  Oak  Creek,^  in  which  the  allocation 
problem  was  first  presented  before  the  federal  courts.  In  another 
case*  the  Supreme  Court  of  Wisconsin  upheld  a  departure  from 
the  statutory  formula  and  permitted  a  determination  of  taxable 
income  upon  the  basis  of  the  company's  accounting  methods. 

New  York. — In  1917,  New  York  adopted  a  franchise  tax  appli- 
cable to  mercantile  and  manufacturing  corporations.  **For  nearly 
thirty-five  years  prior  to  the  adoption  of  the  present  law,  business 
corporations  that  are  now  taxed  on  the  basis  of  net  income  were 
taxed  on  the  value  of  their  capital  stock  employed  in  the  state, 
and  if  the  corporation  was  engaged  in  business  within  and  with- 
out the  state  its  entire  assets  were  segregated  in  and  out  of  the 
state  in  accordance  with  employment  of  such  assets  or  capital. 
There  was  no  plan  of  segregation  or  allocation  prescribed  in  the 
statute  itself,  nor  was  there  any  statutory  requirement  for  the 
form  of  report  as  in  the  present  law.  Under  the  franchise  tax  on 
capital  stock,  the  Tax  Commission  considered  all  the  assets  in 
ascertaining  the  amount  of  capital  stock  employed  in  the  state. '  '^ 

The  measure  of  the  present  tax  is  net  income.  The  basis  of 
the  tax  on  domestic  corporations  is  the  privilege  of  exercising  its 
franchise,  while  that  on  foreign  corporations  is  for  the  privilege 
of  doing  business  within  the  state.^  In  1919,  Article  9-A  was  ^ 
extended  beyond  mercantile  and  manufacturing  and  was  made 
applicable  to  all  corporations  engaged  in  business  within  the  state,^ 
except  certain  real  estate  and  holding  companies,  public  utilities,  i 
banks  and  trust  companies.  ^ 

Corporations  which  make  a  fractional  apportionment  of  income 
usually  do  so  upon  the  basis  of  the  total  value  within  and  without 
the  state  of:  (a)  real  and  tangible  personal  property,  (b)  accounts 

8  247  U.  S.  321   (1918).    See  P.  36. 

^Standard  Oil  Co.  of  Indiana  v.  Wisconsin  Tax  Commission,  197  Wis- 
consin 630  (1929).     See  P.  44. 

«  Powell,  H.  M.,  Taxation  in  New  York  (Clark,  Boardman  Co.,  Ltd.,  New 
York,  1924),  P.  19. 

«  "The  tax  is  for  the  privilege  granted  rather  than  for  the  exercise  of  the 
privilege  and  therefore  every  domestic  corporation  in  being  and  every  foreign 
corporation  which  remains  in  the  state  on  November  1  is  subject  to  the  tax 
for  the  full  year  then  beginning."  Commerce  Clearing  House  (1931),  New 
York  State  Tax  Service,  245  C.  Thus,  the  measure  of  the  tax  is  the  amount 
of  income  received  during  the  preceding  year. 

7  The  characteristics  of  the  franchise  tax  are  as  follows :  ( 1 )  it  is  payable 
whether  a  profit  or  loss  is  shown;  in  case  of  a  loss  the  taxpayer  is  liable 
for  a  minimum  tax;  (2)  it  is  measured  by  net  income  for  the  preceding  year; 
(3)  a  company  would  not  be  liable  for  the  tax  if  it  discontinued  business 
before  November  first  pf  a-nj  yeaj;  and  (4)  it  is  in  lieu  of  a  tax  on  tangible 
personal  property. 
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receivable  arising  out  of  the  sale  of  personal  property  and  of  serv- 
|ices  performed,  and  (c)  shares  of  stock  of  other  corporations  owned 
^s  represented  by  the  physical  location  of  the  corporations  repre- 
senting such  share  stock.«  The  average  of  these  proportions  rep- 
resents the  percentage  of  total  income  that  is  taxable  by  New 
York  State. 

No  specific  method  of  bookkeeping  for  the  ascertainment  of  net 
income  is  contained  in  the  statute  and  *'it  is  to  be  assumed  that, 
as  in  the  case  of  the  Wisconsin  Income  Tax  Law  and  also  under 
the  federal  statute,  any  method  of  bookkeeping  which  fairly  attains 
the  result,  will  be  acceptable/' » 

In  attacking  the  legality  of  the  allocation  provision,  a  corpora- 
tion must  submit  evidence  to  show  that  some  other  method  would 
produce  a  more  equitable  result;  even  then,  the  court  may  not 
decide   that  the  comparative  results  prove  that  the   taxpayer's 
method  is  more  equitable  than  the  statutory  method.^^*     If  the 
statute  can  be  shown  to  be  unfair,  a  remedy  by  certiorari  proceed- 
ings is  provided  in  the  New  York  law  for  the  correction  of  the 
/  injustice.    The  courts  have  not  hesitated  to  set  aside  an  assessment 
when  It  was  demonstrated  that  the  statutory  allocation  rule  was 
unreasonable.     In  Societe  Anonyme  Des  Anciens  Establishments 
V.  Knapp  (191  App.  Div.  701),  which  arose  under  the  1917  law, 
an  allocation  was  set  aside  because  the  original  Act  of  1917  per- 
mitted a  duplication  of  accounts  receivable  by  the  inclusion  in 
the  allocation  fraction  of  goods  sold  as  well  as  goods  manufactured. 
The  court  held  that  each  class  of  accounts  receivable  should  be 
included   but   once   in   the   numerator   and   denominator   of  the 
fraction. 

The  court  modified  an  assessment  in  the  Alpha  Portland  Cement 
case,^i  in  which  an  amendment,  of  1918,  to  Article  9-A  was  dis- 
allowed.    This  amendment  provided  that  if  the  shares  of  stock 
m  other  corporations  actually  had  a  situs  in  New  York  such  shares 
could  be  included  in  the  allocation  fraction;  but  the  valuation 
attached  to  the  shares  could  not  exceed  ten  per  cent  of  the  value 
of  the  local  realty  and  local  tangible  personalty,    fn  computing 
,  the  tax  on  foreign  corporations,  it  was  declared  unconstitutional 
I  to  include  the  interest  on  bond  investments  as  a  component  part 
;  of  the  income  to  be  allocated  if  the  bonds  representing  such  interest 
were  excluded  in  segregating  the  assets.    Furthermore,  the  court 
held  that  the  full  amount— with  no  limitations  regarding  the  valu« 
of  the  local  realty  and  local  tangible  personalty— of  the  shares 
of  stock  of  other  corporations,  having  a  situs  outside  the  state 
should  be  added  to  the  value  of  assets  without  the  state.  ' 

8  Tax  Laio,  Art.  9-A,  sec.  214. 

9  Powell,  op.  cit.,  P.  17. 

10  See  8.  8.  Kresge  Co.  v.  Bennett,  51  Fed.   (2(1)  353,  which  is  discussed  at 

iiPeopZe  ex  rel.  Alpha  Portland  Cement  Co.  v.  Knapp,  230  N.  Y.  48.    See 

X  .   00. 
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The  statutory  allocation  rule  has  been  upheld  in  several  cases, 
as  explained  in  chapter  three.^^ 

Massachusetts. — The  excise  tax,  which  was  adopted  in  substan- 
tially its  present  form  in  1919,  is  measured  in  part  by  net  income 
and  partly  by  corporate  excess,  that  is,  the  excess  of  the  value 
of  the  capital  stock  over  the  value  of  certain  forms  of  tangible  and 
intangible  property. 

The  statute  provides  a  definite  rule  for  allocating  the  income 
of  foreign  and  domestic  corporations.  The  allocation  fraction  con- 
sists of  the  three  ratios  of  property,  payroll  and  sales.  These 
ratios  are  averaged  arithmetically,  the  resulting  proportion  being 
used  to  calculate  the  percentage  of  total  net  income  that  is  taxable 
by  the  state. 

The  question  of  allocation,  as  such,  has  not  come  up  before 
the  courts,  although  there  have  been  several  decisions  relating  to 
the  scope  of  the  act. 

Since  1920,  the  outstanding  features  of  the  tax  from  the  allo- 
cation standpoint,  are  (1)  the  decision  in  the  Alpha  Portland 
Cement  Co.  v.  Commission,  268  U.  S.  203,  that  foreign  corporations 
engaged  exclusively  in  interstate  commerce  are  not  subject  to  the 
excise  tax,  and  (2)  the  manufacturing  exemptions  granted  domes- 
tic and  foreign  corporations  to  the  effect  that  there  shall  be  de- 
ducted from  taxable  net  income  the  same  proportion  thereof  which 
the  fair  cash  value  of  machinery  owned  by  the  corporation  and 
used  in  manufacturing  in  the  commonwealth  bears  to  the  value 
of  its  total  assets  employed  in  the  commonwealth.^^ 

Nature  of  the  Tax 

The  designation  of  the  tax,  i.e.,  as  an  income,  franchise  or  excise 
tax,  varies  among  the  states,  although  in  each  case  it  is  measured  by 
apportioned  net  income.  In  Wisconsin,  the  tax  is  imposed  directly 
on  the  net  income  of  manufacturing  and  mercantile  corporations; 
in  New  York  and  Massachusetts  approximately  the  same  result 
is  reached  by  imposing  the  tax  nominally  on  the  right  to  do  busi- 
ness and  designating  it  as  a  franchise^*  or  an  excise,  respectively. 
In  adopting  this  nomenclature,  it  is  very  probable  that  the  state 


12  Pp.  38-42.  Bass,  RatcUjfe  d  Gretton,  Ltd.  v.  State  Tax  Commission,  133 
N.  E.  122;  266  U  S.  271;  Gorham  Manufacturing  Co.  v.  Travis,  274  Fed. 
975;  8.  8.  Kresge  Co.  v.  Bennett,  51  Fed.   (2d)   353. 

13  Commerce  Clearing  House,  State  and  Local  Tax  Service,  Massachusetts 
(1931),  P.  205. 

1*  This  is  characterized  as  the  franchise  "to  do"  and  is  defined  as  a  grant 
"to  a  corporation,  when  organized,  to  perform  certain  acts  or  to  carry  on 
certain  business."  Thomas  M.  Cooley,  The  Law  of  Taxation  (Chicago,  1924), 
4th  ed.,  by  Clark  A.  Nichols,  P.  1691. 

A  further  distinction  is  made  between  franchise  and  privilege  taxes,  in 
which  the  former  applies  to  annual  taxes  on  domestic  corporations;  the  latter, 
to  annual  taxes  on  foreign  corporations. 
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legislatures  intended  to  avoid  state  and  federal  constitutional 
restrictions  which  might  be  invoked  against  a  pure  income  tax/-« 
Ihe  exact  nature  of  the  tax,  i.e.,  whether  it  is  a  property 
tax,  a  franchise  tax,  or  an  income  tax,  is  of  more  than  academic 
importance  since  the  right  to  tax  interest  from  federal  obliga- 
tions and  royalties  from  patents  and  copyrights  has  been  made 
to  turn  partially  upon  this  question.  Furthermore,  the  le^-al 
interpretation  of  the  nature  of  the  tax  has  significant  bearings 
on  the  problem  of  allocation. 

^  In  New  York,  the  tax  under  Article  9-A  ''has  been  held  con- 
sistently to  be  an  excise  tax  imposed  upon  domestic  and  foreign 
corporations  for  privilege  of  exercising  corporate  franchise     The 

iQo/oco^??"^^^  ^^*  *^  ^®  ^^  income  tax  {New  York  v.  Jersawit, 
iy24,  263  U.  S.  493)  although  measured  by  income  from  property 
ot  corporation,  part  of  which  income  might  be  derived  from  non- 
taxable property.^^ 

The  Massachusetts  tax  presents  difficulties  from  the  standpoint 
ot  classification  since  several  factors  enter  into  the  computation. 
One  factor  is  indisputably  net  income  from  Massachusetts  busi- 
ness, while  another  factor,  corporate  excess,  is  more  nearly  prop- 
erty allocable  to  Massachusetts.  The  tax  resulting  from  the  two 
factors  mentioned  is  called  by  the  statute  an  excise  tax  on  the 
privilege  of  doing  business  in  Massachusetts. "  ^^ 

Definition  of  Income 

New  York.— The  franchise  tax,  as  levied  on  foreign  and  domestic 
corporations  under  Article  9-A  of  the  Tax  Law,  is  measured  by 
entire  net  income,  which,  presumably,  is  the  same  as  the  entire 
net  income  which  such  corporation  is  required  to  report  to  the 
United  States,  plus  any  net  income  not  deductable  under  the 
definition  of  entire  net  income,  i.e.,  ''(1)  items  or  sums  excluded 
irom  the  definition  of  gross  income  in  use  by  any  other  taxing 
authority,  (2)  dividends  received  on  stocks,  (3)  taxes  paid  to  the 
government  of  the  United  States  on  either  profits  or  net  income, 
(4)  any  specific  amount  allowed  by  any  other  taxing  authority 
or  (5)  losses  sustained  by  the  corporation  in  other  fiscal  or  calen- 
dar years,  whether  deducted  by  the  government  of  the  United 
States  or  not.  Bona  fide  gifts  to  a  corporation  other  than  unpaid 
salaries  or  compensation  due  to  officers,  for  which  no  consideration 
has  been  given  or  made  by  the  corporation  itself,  shall  not  con- 
stitute income  nor  be  included  in  entire  net  income  for  the  purpose 
of  this  section. ' '  ^®  ^     *' 

Massachusetts.— Net  income  is  defined  as  the  amount  which  is 
required  under  the  return  by  the  corporation  to  the  federal  gov- 

15  However  it  is  not  always  possible  to  avoid  constitutional  limitations, 
bee  I  fie  Macallen  Company  v.  Massachusetts,  279  U.  S.  620  (1929).  However 
see  also  Educational  Films  Corporation  v.  Ward,  282  U.  S.  379   (1931)  ' 

le  Prentice-Hall,  New  Ywk  Tax  Service,   (1931)   paragraph  2207 

(1931  J^'p^ 205  ^^^^"""^  ^*'''^^'  ^^''^^  ''**^  ^^^^^  ^«^  Service,  Massachusetts 
18  Taw  Law,  1931,  Art.  9-A,  Sec.  208,  3. 
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emment  according  to  the  federal  revenue  act  applicable  for  the 
period,  **  adding  thereto  any  net  losses,  as  defined  in  said  federal 
revenue  act,  that  have  been  deducted  and  all  interest  and  dividends 
not  so  required  to  be  returned  as  net  income  which  would  be  tax- 
able if  received  by  an  individual  inhabitant  of  the  commonwealth ; 
provided  that  net'  income  as  defined  in  this  paragraph  shall  not 
include  interest  from  bonds,  notes  or  certificates  of  indebtedness 
of  the  United  States  or  of  any  federal  instrumentality,  if  such 
interest  is  by  the  constitution  of  the  United  States,  or  by  act  of 
Congress  exempt  from  taxation  under  this  chapter.*'^® 

Wisconsin. — The  tax  is  based  upon  net  income,  which  means 
*' gross  income  less  allowable  deductions."  Gross  income  includes 
the  total  amount  of  any  kind  of  income  from  any  source  whatever. 
For  business  enterprises,  the  assessment  is  based  upon  the  amount 
of  income  less  the  expenses  incurred  in  the  earning  of  such  income. 
In  1927,  Wisconsin  adopted  the  method  of  assessing  the  income 
tax  in  any  year  on  the  basis  of  the  average  net  income  of  the  three 
years  immediately  preceding.  Beginning  in  1933,  however,  the 
tax  is  to  be  levied  on  the  income  of  the  preceding  year. 

Non-apportionable  Income 

Wisconsin. — The  Wisconsin  plan  designates  a  category  of  non- 
apportionable  income,  i.e.,  income  having  a  fixed  situs,  which  must 
be  set  apart  before  the  allocation  formula  is  applied.^**  Jn  most 
of  the  states,  this  process  is  referred  to  as  specific  allocation.  Non- 
apportionable  income  includes  certain  classes  of  income,  the  situs 
of  which  may  be  said  to  coincide  with  that  of  the  property  from 
which  it  is  derived,  e.g.,  profits  or  losses  from  the  sale  of  capital 
assets  and  rents  and  royalties  from  property;  if  the  property  is 
located  outside  of  Wisconsin,  it  is  not  taken  into  account.  On 
the  other  hand,  if  the  property  has  a  situs  in  Wisconsin,  the  entire 
income  is  apportioned  to  Wisconsin.^^ 

19  General  Laws,  chap.  63,  sec.  30,  5. 

20  The  practice  of  the  federal  government  is  similar  to  that  of  Wisconsin, 
inasmuch  as  certain  income  specified  in  Section  119A  of  the  1928  Revenue 
Act — interest,  dividends,  royalties  and  profit  from  sale  of  real  estate — is 
regarded  as  non-apportionable  and  is  allocated  in  entirety  to  the  United 
States,  when  the  situs  of  the  property  is  in  the  United  States. 

21  "Only  the  net  income  which  follows  the  situs  of  property  can  be  deducted 
and  only  the  excess  of  interest  and  dividends  received  over  the  amount  of 
interest  paid  can  be  deducted,  e.  g.,  a  corporation  has  total  net  income  of 
$50,000;  of  this  $10,000  is  from  rent  and  $10,000  from  interest  and  dividends. 
These  amounts  are  non-apportionable  income  as  they  take  on  the  situs  of  the 
property  and  residence  of  the  recipient  respectively  and  are  either  taxable 
in  full  or  not  at  all  according  to  situs  within  and  without  the  state.  Assume, 
however,  that  'related  expenses'  applicable  to  rent  received,  consisting  of 
depreciation,  repairs,  collection  expenses,  etc.,  amount  to  $4,000  and  interest 
paid  amounts  to  $8,000.  Then  net  rent  is  $6,000  and  excess  of  interest  and 
dividends  over  interest  paid  is  $2,000,  a  total  of  $8,000  .  .  .  Therefore, 
deduction  from  total  net  income  is  only  $8,000  and  apportionable  income 
would  be  $42,000  instead  of  $30,000  (as  without  these  two  provisions)  .  .  . 
In  many  instances  more  income  will  be  taxable  in  Wisconsin  than  before." 
Commerce  Clearing  House,  Wisfconsin  Tax  Service  (1931),  paragraph  210. 
101. 
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Massachusetts.— Substantially  the  same  rules  apply  to  foreign 
and  domestic  corporations,  although  there  are  some  deviations. 
Domestic  corporations  are  required  to  allocate,  entirely  to  Massa- 
chusetts, the  following  classes  of  income:  (1)  interest  and  divi- 
dends included  in  net  income;  (2)  gains  from  sale  of  intangible 
capital  assets;  (3)  gains  from  sale  of  tangible  capital  assets  (real 
estate  and  tangible  personal  property)  located  in  Massachusetts. 
The  gains  from  the  sale  of  tangible  capital  assets  situated  without 
the  state  are  allocated  in  entirety  to  other  states." 

Foreign  corporations  are  required  to  allocate,  entirely  to  Mas- 
sachusetts, the  following  classes  of  income:  (1)  gains  from  sale 
of  tangible  capital  assets  located  in  Massachusetts;  (2)  interest 
from  (a)  Massachusetts  corporations  (except  trust  companies) ; 
(b)  associations,  partnerships  or  trusts  having  transferable  shares 
and  having  a  principal  place  of  business  in  Massachusetts. 

New  York.— In  New  York  practice,  the  problem  of  specific  allo- 
cation does  not  arise  in  the  same  manner  as  in  Wisconsin  and 
Massachusetts.  The  only  deductions  from  gross  income  that  are 
specified  on  the  return  consist  of  those  which  are  allowed  by  the 
federal  government.^^  It  is  important,  in  this  connection,  to  bear 
in  mind  that  assets,  and  not  income,  form  the  basis  for  apportion- 
ment where  the  business  is  not  conducted  entirely  in  New  York 
State.  The  problem,  then,  arises  in  this  form :  Is  the  corporation 
permitted  to  include  all  of  the  assets  from  which  such  income 
arises  ?  This  was  the  chief  question  in  the  Alpha  Portland  Cement 
Case  which  is  explained  in  a  previous  section.^* 

Corporations  Entitled  to  Make  an  Apportionment 

It  is  not  always  an  easy  task  to  determine  when  a  corporation  is 
entitled  to  apportion  its  income  among  several  states.  There 
are  marginal  cases  in  which  complications  arise  because  of  the 
legal  technicalities  involved.  The  purpose  of  this  section  is  to 
suggest  the  problem  and  state  the  general  rule  that  is  followed  in 
the  three  states. 

New  York.— The  mere  sale  of  goods,  wares  and  merchandise  out- 
side the  State  of  New  York  does  not  entitle  a  corporation  to  allo- 
cate income  within  and  without  the  state  for  taxation  purposes. 
In  order  for  a  corporation  to  use  the  segregation  formula  in  deter- 
mining the  proportion  of  income  taxable  by  New  York,  it  must 
maintain  a  definitely  organized,  or  permanent,  branch  establish- 
ment within  another  state.  In  the  absence  of  such  a  branch,  when 
sales  are  made  in  other  states,  the  entire  net  income  is  taxable  by 
New  York. 


22  Capital  assets  denote  the  property  of  the  corporation,  regardless  of 
whether  or  not  it  is  used  in  connection  with  the  business.  Such  assets  do 
not  include  the  sale  of  stock  in  trade  in  ordinary  course  of  business  or  other 
property  which  would  properly  be  included  in  the  taxpayers'  inventory. 

23  The  method  of  determining  federal  net  income  is  beyond  the  scope  of 
this  report.  *^ 

24  See  P.  68, 
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Massachusetts.— -The  criterion  for  determining  when  a  corpo- 
ration is  entitled  to  use  the  apportionment  formula  is  similar  to 
that  of  New  York.  Ordinarily,  a  corporation  will  not  be  deemed 
to  be  doing  business  outside  Massachusetts  unless  it  maintains  a 
bona  fide  office,  store,  factory  or  other  regular  or  established  place 
of  business  outside  the  state.  The  mere  sending  of  an  agent  into 
other  states  to  solicit  business,  or  selling  to  individuals  or  corpo- 
rations outside  of  Massachusetts,  or  owning  tangible  property  out- 
side Massachusetts  will  not  be  construed  as  carrying  on  business 

outside  Massachusetts.  •     i-r    ? 

An  exception  to  this  rule,  however,  was  introduced  m  Carlos 
Buggies  Lumber  Company  v.  Commonwealth}^  In  this  case,  it 
was  held  that  a  domestic  corporation  which  was  engaged  in  pur- 
chasing lumber  in  one  group  of  states,  excluding  Massachusetts, 
and  shipping  it  to  other  states,  including  Massachusetts,  was 
entitled  to  an  allocation  of  income  within  and  without  the  state, 
although  it  neither  owned  nor  rented  a  place  of  business  outside 
the  Commonwealth. 

Wisconsin.— The  test  as  to  when  an  enterprise  is  entitled  to  an 
apportionment  is  not  clear  but  it  seems  to  turn  largely  on  the  ques- 
tion of  the  situs  of  sales.  One  of  the  chief  difficulties  lies  in  the 
present  application  of  the  old  Glue  Case  rule^«  which  held,  m 
effect  that  the  profits  from  the  sale  of  goods  which  were  manu- 
factured in  Wisconsin  were  taxable  in  Wisconsin  regardless  of 
the  territorial  point,  i.  e.  outside  the  state,  at  which  the  sale  or 
delivery  of  the  goods  occurred.  At  the  time  of  the  decision  m  this 
case  the  allocation  provisions  in  the  law  were  not  so  definite  as  at 
present.2^  If  the  rule  is  still  in  effect,  those  companies  falling 
within  the  scope  of  the  opinion  in  the  Glue  Case  are  not  legally 
entitled  to  an  apportionment. 

Status  of  Fractional  Methods 

New  York.— In  this  state,  no  record  is  kept  of  the  number  of 
corporations  which  make  returns  according  to  the  different 
methods  of  allocation.  The  percentages  expressed  in  this  section 
are  not  official  statements,  but  are  simply  estimates  made  by  the 
writer  upon  the  basis  of  the  scanty  information  that  is  available. 
Approximately  one-third  of  the  business  corporations  of  the  state 
are  engaged  in  a  combined  local  and  interstate  business,  i.e.,  between 
ninety  and  one  hundred  thousand  corporations.  Of  this  number, 
possibly  seventy  per  cent  use  the  statutory  segregation  formula. 
Approximately  five  per  cent  follow  the  method  of  separate  account- 
ing, while  the  remaining  twenty-five  per  cent  use  an  alternative 

26  261  Mass.  450,  158  N.  E.  899  (1927).  o      t>   oa 
26?7nt*ed  StfitesOlue  Co.  v.  Oak  Creek,  247  U.  S.  321   (1918).    See  P.  36 

See  also  P.  83  for  a  more  complete  statement  concerning  the  allocation  ot 
sales 

27  See  Pp.  66,  83. 

28  See  P.  67  f. 
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aUocation  fraction.  The  bases  of  the  alternative  fraction  are  not 
specified  m  the  law,^^  but  the  customary  practice  seems  to  be  the 
use  ot  a  fraction  that  is  based  upon  an  average  of  the  ratios  within 
and  without  the  state  of  the  following  factors:  (1)  property  (2) 
sales  and  (3)  costs  of  operation.  These  three  factors  are  not  neces- 
sarily weighted  equally,  but  may  be  adjusted  according  to  the 
nature  of  the  business. 

^  Massachusetts.— In  Massachusetts  the  fractional  method  is  used 
in  ninety-mne  per  cent  of  the  cases  which  require  an  allocation  of 
incorne.^^  It  is  to  be  noted  that  only  foreign  corporations  are 
permitted  to  use  a  separate  accounting  in  computing  taxable 
income.  However,  if  it  can  be  demonstrated  that  the  statutory 
traction,  consisting  of  the  ratios  of  property,  payroll  and  sales 
within  and  without  the  state,  does  not  operate  fairly,  the  corpo- 
ration may  follow  an  alternative  procedure,  in  which  either  one  or 
two  of  the  ratios  is  dropped.^^ 

or^aa^^^^^''"^^^''^  ^""^  ^'^^^  corporations  out  of  a  total  of 
^D,bbb,  that  are  engaged  in  interstate  business  of  a  nature  such 
as  to  require  division  of  net  profits  within  and  without  the  state. 
Vt  this  number  there  are  706  corporations,^^  or  approximately 
fifty-four  per  cent,  that  are  required  to  use  the  general  apportion- 

*i.l\^'^^^''l^/ •I''^^}^  formulation  of  an  alternative  fraction  is  contained  in 
tHe  law  If  It  shall  appear  to  the  tax  commission  that  the  segregation  of 
assets  showii  by  any  report  made  under  this  article  does  not  properly  reflect 
the  corporate  activity  or  business  done,  or  the  income  earned  from  corporate 
activity  or  from  busmess  done  in  this  state  because  of  the  character  of  the 
corporation  s  business  and  the  character  and  location  of  its  assets,  the  tax 
commission  18  authorized  and  empowered  to  equitably  adjust  the  tax  upon 
Iht  «f/f '  '*^i^®  corporate  activity  or  the  business  do^e  within  and  without 
the  state  rather  than  upon  capital  or  assets  only."     (Subd.  11  amended  by 

Art'^OA!  Sec.  2n:  ^ubf ll.  ^""'  '''   '''''^      ^^"  ^^^^  ^^^  ^^^    ^''''' 
Octob^r^*^6,*i93L   '^"*''"  ^'''°'  Commissioner  Henry  F.  Long,  under  date  of 

A  n    H^  ^J  S*®  .^l^^rS  corporations  which  use  the  fractional  method  are  •    Great 
Atlantic  &  Pacific  Tea  Co.;  General  Electric  Co.;  Pittsburg  Plate  Glass  Co 
United  Shoe  Machinery  Co.;   Standard  Oil  Co.  of  New  York     Intemationai 

?ord  Motor  Co      ""'  ^"^*'^  ^'"^  ^^'^  ^^"'"^  Safety  Razor  Co   and 

31  "In  a  case  where  only  two  of  the  foregoing  three  rules  are  applicable 
the  said  remainder  of  net  income  of  the  corporation  shall  be  divfd^ed  into 
olo^fS    P^^*^°?ly',«^«^  of  which  shall  be  apportioned  in  accordant  ^th 

MrsTmf^f  cfaf  6^  st!T  3^^  '''''''  ''  ''''  ^^^'^     ^^^^  ^-  o? 

32  Most  Of  the  material  in  this  division  is  contained  in  a  letter  to  the 
writer  from  Commissioner  W.  J.  Conway,  under  date  of  Aug    17    1931 

33  Some  of  the  large  nationally  known  corporations  which  implov  the  ff*^n 

Cn  FPP^'*M^°''n  ^^^^  ""'''•  ^'  ^-  DuPont  de  Nemourr&  O?  irmouf  ^^ 
Co.;  Ford  Motor  Co  ;  International  Harvester  Co.;  Westinghouse' lIiT  Co  • 
Fleischmann  Co.;  American  Radiator  Co  •  Simmons  Co  ? Tj+foiT  ^r,V  i' 
Glass  Co.;  National  Biscuit  Co.  and  Borden  Co  '    Pittsburg  Plate 
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ment  method,  i.  e.,  an  average  of  the  ratios  of  tangible  property, 
cost  of  manufacturing,  and  sales.^* 

It  is  the  practice  of  the  Commission  to  ascertain  whether  or  not 
the  corporation  maintains  an  adequate  system  of  accounting  for 
the  activities  in  which  it  is  engaged.  If  the  accounting  methods 
are  not  satisfactory  as  a  basis  for  reporting  taxable  income,  then 
the  general  apportionment  fraction  is  applied.  However,  if  the 
company  refuses  to  file  a  tax  return  or  submit  such  information 
as  is  necessary  for  the  application  of  the  apportionment  fraction, 
the  Commission  may  make  an  assessment  on  the  basis  of  estimated 
income.  This  procedure  is  called  a  '* doomage  assessment,''  and 
is  usually  so  high  that  little  difficulty  is  experienced  m  obtaining 
returns  after  the  first  assessment.  Some  other  method,  such  as 
percentage  of  turnover,  may  be  used  in  the  absence  of  proper 
records  and  accounts. 

The  fractional  method  is  used  in  a  greater  number  of  cases 
than  the  method  of  separate  accounting  because  *'most  of  our 
important  foreign  corporations  are  engaged  in  some  form  of  manu- 
facturing or  processing,  and  it  generally  occurs  that  only  a  part 
of  the  whole  business  organization  is  maintained  here  and  the 
balance  is  maintained  or  located  without  the  state.     That  is  to 
say,  a  manufacturing  or  assembly  unit  may  be  located  here,  but 
the  general  office  and  sales  organization,  together  with  other  manu- 
facturing units  are  located  entirely  without  the  state,  or  the  con- 
verse may  be  true,  a  selling  agency  or  branch  may  be  all  that  is 
located  here  while  the  balance  of  the  activities  are  located  outside 
of  the  state,  or  it  may  occur  that  only  a  storage  warehouse  either 
owned  or  leased,  is  located  here  with  no  sales  department  or  agency 
attached  thereto"^''    .    .    . 

Statufi  of  Separate  Accounting 

New  York.— Separate  accounting  is  apparently  the  least  satis- 
factory of  the  methods  of  allocation  as  it  is  used  in  only  about  five 
per  cent  of  the  cases  requiring  an  apportionment  of  income  among 
two  or  more  states. 

Massachusetts.— Less  than  one  per  cent  of  the  cases  in  which 
an  allocation  is  necessary  are  handled  on  the  separate  accounting 
basis.  The  use  of  this  method  is  open  only  to  foreign  corporations 
and  relatively  few  have  requested  permission  to  use  it.    The  num- 

34  ''Where,  in  the  case  of  any  person  engaged  in  busmess  within  and  with- 
out the  state  of  Wisconsin  and  entitled  to  an  apportionnaent  of  his  income 
as  herein  provided,  it  shall  be  shown,  to  the  satisfaction  of  the  Tax  Commis- 
sion,  that  the  use  of  any  one  of  the  three  ratios  above  provided  ^^^  gives  an 
unreasonable  or  inequitable  final  average  ratio  because  of  the  fact  that  su^ 
person  does  not  employ,  to  any  appreciable  extent  m  his  trade  or  busmess 
in  producing  the  income  taxed,  the  factors  made  use  of  in  obtaining  such  ratio, 
this  ratio  may,  ...  be  omitted  in  obtaining  the  final  average  ratio  which 
is  to  be  applied  to  the  remaining  net  income."  Wisconsin  Statutes,  1929, 
chap.  71.02   (3d  4). 

35  Conway,  loc.  cit. 
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'^oS''t:^ly%T^Xi^^^^^^^^  to  year,  but  will  average 

domestic  corporation  reSinTthP  ,f«^^  l'?<'n°''?ation  against 
cans,  little  dissatisfSlX'^SaTt^ftt'^ptlrs'^^^^^^^^ 

sion  to  ascertain  whetherTr  LA«  ^  ^T*'"'^  "^  ^^  Commis- 
quate  to  serve  as  tie  ba  fs  of  the  riurr°I?tf  l^'t  ''''  '^'■ 
apportionment  fraction  is  appUed  *'  *'°  ^^^  ^^""^^"^ 

in  wtoZVl£lT::^^T  ^'**'  '"'*^**^  °^  subsidiaries 
kept,  and  the  f ailure^o  Z^  f  v^"*^^  .'"''l"''"^  ^^^^  ''ecords  be 
penalty.  No  spS  meZ/^f  T*\t"'''-^  ^^"^^^  '^  ^'^^ject  to 
accounts  ordinS  suSteH  li'^'^^^P'^^  i«  prescribed.     The 

information  as  that  Sred  bv  thp%^y^°f''  '"""^^^  '^'  ''"'^^ 
porting  schedules  of  iXrZl-  ^  ^^'^?'"*'  government.     Sup- 

ciation%mortSion  bad  d^b  r.«*"?/f  "*"  °  "'""^  ^'^"'^  »«  «i«P'e- 
dends  received  repairs  i«wl;  "^^.'^''^  ^ams  o^  losses,  taxes,  divi- 
sheets,  profit  VdC'J°!^IffP''''*';*<'i:  «■•«  required.    Balance 

required  as  we?!  as  a  ^ateZn.!  ^f-  ^^'  ^P^*  "*  «'^^1»«  «!•« 
by  the  b^oks  Ind  the  IncomrZu??*^'"?/  *^«  difference  shown 
items  on  income  and  exnPrT  ='^  °\*^^  **^  '•«*'^™-  Various 
large  variatZt  1„  tt?  1'  compared  in  order  to  discover  any 

of  fueh  Sons  ma^  3v  th J  '^^^^  '""T?^-  '^^'  P'^^'^e 
cousin,  or  an  unwaZntef^oJ^;  '  '^^*'°^  "*  ^'^««'°^  ^''^'n  Wis- 
and  in  order  trvIX^herit^fi,''  '^P"'''"'  ^^^''^^  ^^^^t  state 
submit  to  a  field  audit.  '  """"P^"^  '"^y  ''^  '•«1'^'^«d  to 

Wries  to  Which  Separate  Accounting  is  Most  Applicable 

intrest™a7d^ucTd"''Jirt"  ""''^  '^''  ^^"^^  "^  '^^  P'-oWem,  an 
Conway"^wh1:h^sXfh:rr^nenret^''    '^    Commissioner 

resents  the  prineipa™ypes  '^^^  °'  ''"''°«'«-     The  following  ?ep! 

1.  Trading  companies 
?■  £*'"^*!;"«t'on  companies 

purchase  department  expense  i/t^^  'i'""'  ""^  apportionment  wHl  be  the 

chasing  agent,  allocationTf  sol  adm^^n^^^^^^^^^^  ^'"  T^^  ^^  *  ceniial  pur^ 

I  haps  of  some  nominal  accountTsith  ?«  /5*'''^i  overhead  expense,  and  per- 

Se^^^lr^t  m^'*^^  '^^  ^---ioner  Henry  P.  Ung  under  date  of 
^^  Supra,  note  32. 
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dependent  upon  the  character  of  the  population,  the  buying  habits,  and 
rLounTs  of  the  particular  territory  served,  and  for  this  reason  a  separate 
ISoSg  teniL  more  accurately  to  reflect  the  true  conditions  as  regards 

^A^wnstructSn  'company  engaged  in  construction  projects  such  as  build- 
inffs,  dams,  concrete  roads  and  bridges,  sewers,  etc ,  almost  invariably  keeps 
accurate  jobs  and  construction  cost  records  for  each  project  .  .  .  and,  witft 
the  exception  of  a  few  general  items  of  administrative  overhead,  the  costs 
are  applied  directly  and  the  profits  on  each  are  determined  separately  from 
the  other.  This  situation  is  ideal  for  separate  accounting.  It  also  reflects 
a  more  accurate  picture  of  the  profits  realized  than  a  general  apportionment, 
since  the  latter  tends  to  average  the  profits  over  all  projects  performed, 
whereas  construction  business  by  its  very  nature  is  such  that  large  varia- 
tions in  profits  between  different  projects  will  and  do  occur. 

We  also  find  certain  instances  of  manufacturing  concerns  which  maintain 
a  complete  and  integrated  organization,  incorporating  all  elements  of  an 
independent  concern;  that  is,  owning  and  employing  their  own  property,  per- 
forming all  of  their  own  manufacturing  or  assembling  operations,  maintain- 
ing their  own  sales  organization,  doing  their  own  financing,  and  keeping 
separate  and  distinct  books  of  account.  A  few  instances  of  this  do  occur 
within  this  state  where  the  establishment  is  a  branch  or  subsidiary  of  a 
larger  company  employed  in  the  same  general  line  of  business,  and  when 
such  branch  or  subsidiary  is  conducted  and  operated  as  a  distinct  and  self- 
sustaining  unit  it  will  lend  itself  to  an  accurate  separate  accounting. 

It  should  be  noted,  however,  that,  * '  it  has  been  our  experience 
during  the  past  five  years  that  the  separate  accounting  method   | 
is  becoming  less  satisfactory,  with  the  result  that  the  apportion-    ; 
ment  method  is  being  employed  more  frequently  than  ever  before 
as  a  solution  to  the  problem.''^® 

Massachusetts.— It  will  be  recalled  that  Massachusetts  has  a 
peculiar  provision  which  permits  only  foreign  corporations  to  make 
a  return  on  the  basis  of  separate  accounting.  However,  among  the 
foreign  corporations,  the  method  is  most  applicable  to  foreign 
investment  corporations  and  to  a  few  trading  corporations  that 
carry  on  no  other  function  in  Massachusetts  than  that  of  selling. 

Devices  for  Tax  Evasion 

The  method  of  evading  the  allocation  requirements  are 
described  in  another  section,*"^  but  they  are  particularly  apropos 
here  inasmuch  as  the  problem  arises  on  the  largest  scale  in  these 
three  states.  The  most  general  practice,  when  a  corporation  is 
engaged  in  business  in  several  states,  is  to  organize,  m  another 
state,  a  separate  sales  or  distributing  corporation  which  is  owned 
entirely  by  the  manufacturing  corporation.  By  this  method, 
the  profits  may  be  diverted  through  inter-corporate  contracts 
which  disregard  the  economic  importance  of  the  various  enti- 
ties." In  Wisconsin  another  method  has  come  to  light  in  which 
patent  rights  are  transferred  by  a  Wisconsin  manufacturing  cor- 

88  Conway,  op.  cit. 

89  Note  36,  supra. 

40  See  P   47. 

41  See  Magiil,  Allocation  of  Income  by  Corporate  Contract,  44  Harv.  L. 

Rev.  935  (April  1931). 


•i '  I 


mmm 


78 


New  York  State  Tax  Commission 


m 


wf  if  ci"  *  s^t-sidiary  corporation,  which  is  organized  under  the 
rthf  Cconsin 'nfi^' f'  *?'  P"?"^  ''«"»  *°  «du^  thTScome* 

thllll  ^i^'''y.P''<'bable  that  these  are  exceptional  eases  but  never 

orSattns  oi  \Ctr  ^^^f  "^  '"  '^''**'"^'^^  ^'"«  ratements  ^^^m 
«^«V,t-  f  .,  ^''^  "*'*'i"'  income  for  taxation  purnoses  Th<» 
adoption  of  uniformity  in  allocation  is  a  fundamental  t^J;^ 

The  Consolidated  Return 

In  Wisconsin,  the  consolidated  return  has  been  used  since  1^19 
although  no  specific  statutory  provision  was  made  until  1927  S; 
Commission  is  authorized  to  require  such  retiirm  fr!,n  fiir  .  1 

bylv  onToTt^.  Tm^'",  ^'''T"^'  '""^  *^^«W«  Sfeome  r^cdved 
&V  grant  ?he^f''t*:'^  "'f'^*"?  corporations."  This  section 
uoes  not  grant  the  taxpayer  the  right  to  file  consolidated  returns 

ItSnces   °   "''*'""•   '''''''''''   ''  ""^^  "«   permitted   in   ceS" 
The  New  York  practice  relative  to  this  form  of  return  wao  M.rJ 
fled  by  an  amendment  to  the  law  in  1925."    Before  Ztl^me  the 

^^.l'  T^'  ^  P'"^'^'."''  *"'•  ^  "-^t"™  on  the  basrof  consoHdated 
income  by  a  corporation  which  was  the  owner  of  anotw  Jntrf-f 
ration  operating  within  New  York  where  tie  owner  d^f  an  X-" 

sidiary  could   be   comDuted    «L^r^^        *  A  ^T  ?'"''''*  *•>''  *«  s^'Ung  8ub- 

"-irf  the  ..^p^^^^^  '""  "'  ""*■■'"'*'   '"   *»'«'' 

*3  Article  9A,  Sec.  211,  Subd.  9. 
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state  business  here.  However,  it  made  no  provision,  until  the  1925 
amendment,  for  such  a  return  by  the  corporation  which  was  owned. 
The  irre^larities  that  might  develop  out  of  such  an  omission  in 
the  law  are  well  illustrated  in  the  Studebaker  case,**  in  which  it 
was  held  that  a  franchise  tax  was  improperly  assesed  against  the 
subsidiary  corporation  upon  the  basis  of  the  consolidated  income 
of  the  subsidiary  and  parent.  While  the  new  amendment  has  not 
been  subjected  to  a  test  it  is  presumed  to  be  legal  since  the  con- 
solidated return  is  now  used  by  many  companies. 

The  Massachusetts  statute  provides  that  if  two  or  more  foreign 
or  two  or  more  domestic  corporations,  which  are  subject  to  the 
excise  tax,  participated  in  the  filing  of  a  consolidated  return  of 
income  to  the  federal  government,  they  may,  at  their  option,  be 
assessed  upon  their  combined  net  income.  It  is  to  be  noted  also 
that  a  corporation  which  owns  or  controls  substantially  aU  the 
capital  stock  of  another  corporation,  or  a  corporation  so  owned 
and  controlled,  may  apply  to  have  the  tax  imposed  upon  the  income 
of  the  two  corporations  jointly ;  and  in  such  instances  the  Commis- 
sioner may  require  as  a  part  of  the  return  a  copy  of  the  consoli- 
dated return  as  made  to  the  federal  government.  **In  case  a  sub- 
sidiary of  a  foreign  corporation  shows  a  loss  when  the  consolidated 
return  of  the  parent  and  the  subsidiary  shows  a  profit,  if  the 
arrangement  between  the  parent  and  subsidiary  appears  to  be  arbi- 
trary and  that  the  parent  has  absorbed  the  profits  of  the  subsidiary 
through  intercompany  transactions,  we  allocate  to  Massachusetts 
a  portion  of  the  consolidated  profit.  Assuming  a  subsidiary  cor- 
poration and  a  parent  corporation  have  been  accepting  our  method 
of  apportionment  of  the  consolidated  income  right  along  we  would 
ordinarily  permit  them  to  continue  with  this  method,  even  though 
in  a  particular  year  the  subsidiary  might  show  a  loss  when  the 
consolidated  return  showed  a  profit.  As  a  matter  of  fact  this 
situation  rarely  occurs. ''*^ 

^*  People  ex  rel.  Studebaker  Corp.  of  America  v.  Gilchrist,  244  N.  Y.  114 
(1926).     This  case  is  explained  at  P.  52. 

*5  Letter  to  the  writer  from  Commissioner  Henry  F.  Long,  under  date  of 
October  26,  1931. 


CHAPTER  VI 
NON-UOTFORM  BASES  OF  FRACTIONAL  APPORTIONMENT 

ert^  «^!rr.5  ^'[ftiopal  apportionment  consist  of  tangible  prop- 
In  all  tw?^''°^  and  other  factors,  which  are  shown  in  Table  I. 
the  ™r;i!=  w  ten  different  bases  or  criteria  which  are  used  by 
the  various  states.  Moreover,  little  uniformity  exists  in  the  iwe 
of  these  ten  bases  for  frequently  they  are  /eiS  Sfferen% 
m  ^erent  states.    Practically  all  of  the  states  use  the  proS 

&c  or' ralTfro^^l?!  ?/,*  '^'  ""'^^'^  7^'^  "«  attached'^TtlS 
lactor  range  from  33  1/3  per  cent  to  100  per  cent.    In  Table  I 

^f  l^""""^.-  *^^*-  ^^l  "^'"^'^y  ^'^^  ^  ^ot  appCb  e  to  ail  tLs 
of  corporations  m  the  various  states  so  that  it  might  be  ^id  that 

?undTef  pef  "^tx  T"'''^  '^^^^P^^^  '^<^^  from  zerTto  on 
nunored  per  cent.^    In  order  to  appreciate  fully  the  extent  t/i 

which  non-uniformity  prevaUs,  it  is  necessar^T  Jw^idS  sSp^ 

Intt  Itl  l^^'f  ^\  *"'"'^*^°'^  ^^^^"^  ^<^  were  d4rTd 
m  tne  two  preceding  chapters.  ^^iiucu 

Property 

Fifteen  states^  use  real  estate  and  tangible  personal  proDertv 

xJV^MTZ^^T  "^  *^''^'i'.^  property,  the  definition  is  fairly 
uniform  and,  therefore,  causes  little  difBculty  from  the  standooint 

tlrf/i^^ff"^  jurisdictional  claims.  The  statutes  usualty^pecK 
that  tangible  personal  property  "shall  be  taken  to  mean  corooreS 
personal  property,  such  as  machinery,  tools,  impSte^S 
wares  and  merchandise,  and  shall  not  be  taken  to  mean' m^ontv' 
deposits  m  bank,  shares  of  stock,  bonds,  notes,  credits  or  evwS 
1^°  '»tf  est  m  property  and  evidences  of  debt  "  •  «^i«e»»ces 

thShe  looatfii^'-ff 'f  *'m"'"''  *'"  predicated  on  the  assumption 
Dart  or  all  «f  Z  •  t^^g^ble  property  determines  the  situs  of  a 
pr^orti^n  of  Mt^r^""''  ^n-^' .therefore,  the  state  can  claim  that 
proportion  of  total  income  which  is  represented  by  the  ratio  of 

re'al  a"nd  tanflh  '  ^'^^^^^  ""'"""''^  ^'^"^  '^'  state  to  tKota5 
real  and  tangible  personal  property.    In  many  cases,  the  amount 

*  J.""*""!  """f^''^^  *°  a  State  will  be  greater  when  real  estate  ^R 
used  ^  the  sole  criterion  of  allocation  than  when  it  is  coS£^ 

real  ^ta'te  "iT^'  J^f^'^^K'^  .^^ich  a  jurisdiction  re^feTupo^ 
real  estate,  as  an  aUocation  criterion,  is  indicated  by  the  weight 

I  See  P.  82  f . 

r..tS°''"*''xT''"i;  Georgia,  Idaho,  Massachusetts,  Mississippi   New  Y„rlc   \r„r+.. 

^rfefl*Uttsi„°"^°"'  ''"'*'^  ^"o"-'  Utah?Ve?Jonr^'irfj;t 
8  Tasp  Law  of  New  Yerk,  Art.  9A,  Sec.  208. 
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TABLE  I 

Comparative  Weights  Attached  to  Allocation  Eatios 


Arkansas^ 

Calif orma 

Connecticut*.... 

Georg^ 

Idaho* 

Massachusetts.. . 

MinaBippi' 

Minouri 

Montana  ^ 

New  York 

North  Carolina*. 

North  Dakota — 

Oklahmnau 

Oregon 


Sooth  Carolina  K, 


Tennessee.. 

Utah 

Vermont. .. 

Virginia 

Washinf^n. 
Wisoonsin.. 


Tangible 
prop- 
erty 


33i 
0 
100 
50 
33J 
33i 


33^ 
50 
60 
50 

100 

50 

0 

0 

33i 

33i 

50 

33i 

331 


Gross 

recdpts 

or 

sales 


100 

331 

100 

0 


33} 
33i 


•100 


50 


331 

0 

50 

100 

100 

33} 


50 
33* 
33i 


Pay- 
roll 


33} 


331 

33} 

50 


33} 


33} 


•  •  *  •  • 


Shares 
of  stock 
of  other 
corpo- 
rations 
owned 


}•::: 


33} 


33} 


•••••• 


Pur- 
chases 


Manu- 
factur- 
ing 
eosti 


100 


•••••« 


{."*. 


50 


"33} 
"33} 


Bun- 


«50 


r    •  •  •  •  • 

M50 


Certain 

ao* 
counts 
receiv- 
able 


•  •  •  •  • 


•33} 


Net 

cost 

of 


"33} 


100 


Cost 

yalue 

of 

phyneal 


•  •  •  •     I 
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1  Mercantile  companies  use  the  gross  sales  ratio  and  manufacturing  companies  xise  the  cost  of 

*  The  property  ratio  is  applicable  to  companies  deriving  profits  principally  from  owBcrahip,  sale 
or  rental  of  real  estate,  or  profits  principally  from  manufacture,  sale  or  use  of  tangible  Per^^w 
property.  The  gross  receipts  ratio  is  applicable  to  compames  deriving  profits  pnncipaUy  from 
holding  or  sale  of  intangible  property,  but  it  is  rarely  used. 

«  The  criteria  of  "  business  "  are  not  specified  in  the  statute.  

*  The  law  provides  that  the  "  apportionment  shall  be  made  under  rules  and  r^ulationspreacnDea 
by  the  Commissioner,  giving  consideration  to  sales,  property  and  payroll  and  such  other  factors 
as  may  be  deemed  applicable."  ...  ,  .x  x-  ii«v'i 

•  Manufacturing  companies  use  a  fraction  that  is  made  up  of  two  ratios;  cost  value  of  physical 
assets  and  payroll.  Trading  corporations  use  a  ratio  that  is  based  upon  net  cost  of  sales  and  the 
rate  of  turnover  is  also  taken  into  consideration.  j.     «  v     • 

•  The  numerator  of  the  Missouri  fraction  is  made  up  of  gross  sales  or  amount  of  busmess 
transacted  wholly  in  Missoviri,  plus  one-half  of  gross  sales  or  amount  of  business  transacted  partly 
within  and  partly  without  the  state;  the  denominator  consists  of  "  total  sales  or  total  amount  of 
business  transacted." 

'Montana  has  no  allocation  fraction.       ,      ,,  .  .       ,,^  #  v     j- 

•The  ratio  of  "  Bills  and  Accounts  Receivable  "  includes  those  arising  (1)  from  merchandise 
wherever  sold  if  manufactured  within  the  state,  and  from  merchandise  sold  within  the  state  wherever 
manufactured;  (2)  from  trading  in  merchandise  not  permanently  located  outside  New  York  ^en 
the  order  for  it  is  received  within  the  state;  and  (3)  income  from  services  performed  by  any  officer 
or  employee  connected  with  an  ofl&ce  within  the  state.  ^  •    ».      j        xi.  _l         j 

*  In  the  case  of  manufacturing  corporations,  the  apportionment  is  based  on  the  property  and 
manufacturing  costs  ratios;  trading  companies  use  the  property  and  sales  ratios. 

"  The  '*  business  "  factor  is  measured  by  the  three  ratios  of  sales,  payroll  and  purchases. 

"  No  information  is  yet  available  concerning  the  Oklahoma  practice.  .         .• 

"  Foreign  corporations  engaged  in  manufacturing  in  South  Carolina  use  the  property  ratio; 
foreign  corporations  engaged  in  buying  and  selling  use  the  gross  sales  ratio;  an  average  of  the  two 
ratios  is  applicable  to  net  income  derived  from  sale  of  personal  property  of  foreign  oorpOTations 
produced  (in  whole  or  in  part)  by  the  taxpayer  without  and  sold  withm  the  state. 

"  Bills  and  accounts  receivable  arising  from  the    sale  of  personal  property. 

M  Manufacturing  costs  include  (1)  total  cost  of  all  goods,  materials  and  suppbes  used  m  manu- 
facturing, processing  or  assembUng  within  the  state  regardless  of  where  purchased;  (2)  total  wages 
and  salaries  paid  or  incurred  in  the  state;  (3)  total  overhead  or  manufacturing  burden  properly 
assignable  to  such  manufacturing,  processing  or  assembling  activities  within  this  state. 
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which  IS  attached  to  this  factor  in  the  allocation  fraction.  As  is 
snown  m  Table  f,  the  weights  which  are  attached  to  property 
range  from  zero  to  one  hundred  per  cent.  Extreme  cases  are 
represented  by  the  Connecticut  fraction,  on  the  one  hand,  which 
IS  based  solely  on  the  property  ratio  in  apportioning  the  income 
o±  manutacturing  corporations  ;*  and,  on  the  other  hand,  the  Ten- 
nessee fraction  which  is  based  entirely  on  the  gross-^ales  factor. 
In  a  mid-way  position  are  North  Dakota,  Georgia  and  North  Caro- 
Una  m  which  the  practice  is  to  weight  the  property  ratio  at  fifty 
T^^i,^^^'  ^^^^^  states— Massachusetts,  New  York,  California 

Idaho,  Oregon,  Utah  and  Vermont,— the  property  factor  is  weighted 
at  thirty-three  and  one-third  per  cent. 

Gross  Receipts  or  Sales 

Fifteen  states,"  either  by  law  or  by  regulation,  make  some  use 
ot  the  gross  receipts  or  sales  ratio.  Two  states— New  York  and 
Vermont— use  the  sales  factor  as  represented  by  certain  accounts 
receivable,  while  Mississippi  requires  a  calculation  and  apportion- 
ment of  the  net  costs  of  sales. 

As  is  shown  in  Table  I,  the  weights  which  are  attached  to  the 
sales  ratio  range  from  one  hundred  per  cent  to  zero.  In  Tennessee 
and  Missouri,  gross  sales  constitute  the  sole  basis  of  allocation. 
Un  the  other  hand,  in  the  Connecticut  fraction  no  weight  is 
attached  to  the  sales  ratio,  except  in  isolated  instances  when  it  is 
weighted  at  100  per  cent.«  There  are  several  states  which  are 
mid-way  between  these  two  extremes.  According  to  the  Virginia 
practice,  fifty  per  cent  of  taxable  income  is  apportioned  on  the 
basis  of  sales.  Nine  states^  attach  a  weight  of  thirty-three  and 
one-third  per  cent  to  the  gross  receipts  ratio. 

In  addition  to  the  varying  weights  which  are  attached  to  the 
sales  tactor  non-uniformity  prevails  in  determining  the  situs  of 
sales.  The  line  of  demarcation  between  intrastate  and  interstate 
sales  IS  not  sharply  drawn.  Much  confusion  arises  out  of  con- 
flicting claims  to  the  same  sales,  or  in  other  words  several  states 
may  include  the  same  sales  in  the  numerator  of  the  allocation 
fractions «  The  diversity  of  rules  underlying  the  situs  of  sales 
can  be  better  illustrated  in  a  brief  review  of  the  practices  in 
several  states. 


«'«*o^®*P'"'^P®'"*^  ""l*'^  is  applicable  to  companies  that  derive  profits  prin- 
eipally  from  owiiership,  sale  or  rental  of  real  estate,  or  from  the  manufacture 
sale  or  use  of  tangible  personal  property.  "ia,iiuiaciure, 

» Connecticut    (sales  ratio  is  used  only  in  the  case  of  companies  which 
derive  profits  principally  from  the  holding  or  sale  of  intangible  prop^tv) 
SlIr'oVplT^^^'  /if^p"'  Massachusetts,^Missouri,  North  CaroliCTorth 
wl^on^i?^^  Carolina,  Tennessee,  Utah,  Virginia,  Washington  and 

®See  note  5,  supra. 

Yer^it?nd'^e:\T^^^  ''^^^^'^'  ^*^^'  Washington,  Wisconsin, 

8  This  question  is  considered  in  more  detail  in  chapter  seven. 


Allocation  op  Corporate  Income  for  State  Taxation    83 

Wisconsin.— In  Wisconsin,  the  treatment  of  sales  may  be  sum- 
marized, as  follows: 

Decided  tendency  toward  continuing  the  eflFect  of  the  Glue  Case  Rule©  even 
when  an  apportionment  is  permitted,  has  been  evidenced.  Where  either  a 
foreign  or  diomestic  manufacturing  corporation  engaged  in  business  within 
and  without  the  state  operates  a  factory  within  Wisconsin,  the  general  practice 
now  is  to  require  that  the  selling  value  of  the  product  manufactured  m 
Wisconsin  be  credited  to  that  state  in  the  sales  ratio  of  the  apportionment 
computation,  although  the  product  manufactured  in  the  state  is  actually 
sold  from  a  regularly  established  and  maintained  bona  fide  sales  oflfice  out- 
side Wisconsin.io  ^      .,,       j.      xi 

Goods,  products  or  property  outside  of  state  and  charged,  either  directly 
or  by  way  of  home  office  in  Wisconsin,  to  branch  offices  outside  of  state  and 
thence  sold  and  delivered  to  customers  outside  state,  should  be  allocated  to 
sales  without  state;  but  a  Wisconsin  corporation  engaged  in  manufacturing 
exclusively  in  Wisconsin  is  taxable  on  all  the  income  received  from  the  sale 
of  its  products,  even  though  a  part  or  all  of  such  products  is  sold  through 
branch  offices  situated  outside  of  the  state,  n 

The  only  sales  which  are  not  apportioned  to  Wisconsin  are  those  sales  of 
products  made  by  branch  offices  which  are  located  outside  of  Wisconsin  to 
customers  outside  the  state,  of  products  purchased  outside  of  Wisconsin.iz 

New  York. — In  the  case  of  New  York,  the  allocation  fraction  in- 
cludes the  ratio  based  upon  certain  accounts  receivable,  in  which  are 
included:    bills  and  accounts   receivable    (1)    from  merchandise 
wherever  sold,  if  manvf actured  within  the  state,  and  from  merchan- 
dise sold  within  the  state,  wherever  manufactured;  and  (2)  from 
trading  in  merchandise  not  permanently  located  outside  the  state 
where  the  order  for  it  is  received  within  the  state.    The  question 
arises  as  to  whether  accounts  receivable  from  goods  manufactured 
within  the  state  can  be  said  to  belong  within  the  state  if  sold  from  a 
stock  or  goods  located  at  a  regular  place  of  business  outside  of 
the  state  at  the  time  of  sale.     Under  such   circumstances  the 
accounts  receivable  may  be  taxed  in  the  two  jurisdictions  of  nianu- 
facture  and  sale.    Apparently,  this  kind  of  a  situation  is  avoided, 
and  it  seems,  from  the  Form  for  Return  of  Corporate  Income,  that 
the  bills  and  accounts  receivable  that  are  allocable  to  New  York 
include  those  arising  from  sales  in  other  states  where  the  cor- 
poration does  not  maintain  a  permanent  or  continuous  place  of 
business  and  where  such  sale  is  reported  back  and  accepted  at  an 
office  of  the  corporation  located  in  New  York ;  the  implication 
being  that  in  case  of  a  regular  place  of  business  outside  the  state 
and  at  a  point  the  sale  would  be  accepted,  such  sale  would  there- 
fore be  allocated  outside  of  New  York  State." 


9  This  rule,  in  eflFect,  is  that  the  profit  on  the  sale  of  goods  manufactured 
in  Wisconsin  by  a  domestic  corporation  is  taxable  in  Wisconsin  regardless  of 
the  point  at  which  the  sale  or  delivery  of  the  product  is  made.  17.  8.  Olue 
Company  v.  Oak  Creek,  247  U.  S.  321.    Discussed  at  Pp.  36,  73. 

10  Commerce  Clearing   House,   Wisconsin   Tax  Service    (1931),   paragraph 

210.01.  '  .  .     „  „ 

11  Anderson's  Madison  Service,  Volume  6,  page  29,  quoted  in  Prentice-Hall 
State  and  Local  Tax  Service,  Volume  1,  1929-31,  paragraph  3523. 

12  Prentice-Hall,  State  and  Local  Tax  Service,  Volume  1,  1929-31,  para- 
graph 3523. 

13  Form  3  I.  T.,  Section  39C.  Also,  Commerce  Clearing  House,  New  York 
Tax  Service,  1930-31,  paragraph  441. a. 
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If  a  corporation  had  a  factory  without  the  state  and  it  also  main- 
tained a  place  of  business  within  the  state,  from  which  the  goods 
were  sold,  the  accounts  receivable  would  be  taxable  in  New  York. 

Massachusetts. — The  general  rule  in  Massachusetts  provides  for 
the  allocation  to  that  state  of  gross  receipts  from  sales, 

Except  those  negotiated  or  eflfected  in  behalf  of  the  corporation  by  agents 
or  agencies  chiefly  situated  at,  connected  with  or  sent  out  from  premises 
for  the  transaction  of  business  owned  or  rented  by  the  corporation  outside 
the  commonwealth  and  sales  otherwise  determined  by  the  commissioner  to 
be  attributable  to  the  business  conducted  on  such  premises.i* 

It  seems  that  Massachusetts,  in  eflFect,  starts  with  the  idea  that  all  sales 
are  presumed  to  be  made  within  the  state  and  that  this  presumption  may 
be  overcome  only  to  the  extent  that  the  taxpayer  demonstrates  that  sales 
have  been  made  out  of  offices  located  outside  of  the  state.  It  seems  that  if  a 
corporation  has  an  office  in  Massachusetts  and  no  office  or  premises  outside 
of  the  state  all  the  sales  acording  to  the  statute  would  be  made  within  the 
state.i5 

However,  this  statement  must  be  qualified  in  accordance  with  the 
Carlos  Ruggles  Lumber  case^^  in  which  it  was  held  that  a  Massa- 
chusetts corporation,  with  no  permanent  or  temporary  place  of 
business  outside  the  state,  was  entitled  to  have  its  taxes  allocated 
on  the  basis  of  a  combined  business  within  and  without  the  state. 
The  court  said:  *'It  is  not  essential  to  interstate  commerce  that 
persons  engaged  in  it  have  established  places  of  business  in  the 
several  States  or  in  more  than  a  single  State.''  The  obverse  of  this 
ruling  is  contained  in  the  statute  which  provides  that  **a  rule  shall 
not  be  deemed  to  be  inapplicable  merely  because  all  the  tangible 
property  or  the  expenditures  of  a  corporation  for  wages,  salaries, 
commissions  or  other  compensation,  or  the  gross  receipts  of  the  cor- 
poration are  found  to  be  situated,  incurred,  or  received  without  the 
commonwealth.''  ^^ 

^  California. — It  is  considered  that  sales  are  made  in  California 
*'if  and  when  they  are  negotiated,  consummated  and  effected  in 
behalf  of  taxpayer  by  agents  or  agencies  chiefly  situated  at,  con- 
nected with,  or  sent  out  from  premises  for  transaction  of  business 
owned  or  rented  by  taxpayer  situated  within  the  state.  Sales  con- 
summated as  a  result  of  orders  received  through  the  mails  or 
arranged  by  telegram  or  other  similar  mode  of  communication, 
originating  or  terminating  at  a  corporate  domicile  within  this 
state,  are  allocable  within  the  state  of  California,  The  mere  fact 
that  a  shipment  of  goods  is  destined  to  a  point  outside  of  Cali- 
fornia does  not  make  it  an  outside  sale. "  ^® 

1*  General  Laws  of  Mass.,  Ch.  63,  Sec.  38  (6). 

i«  Prentice-Hall,  8tate  and  Local  Tax  Service,  Vol.  I,  1929-31,  paragraph 
3523. 

18  Carlos  Ruggles  Lumber  Co.  v.  Commonwealth,  1927,  261  Mass,  450.  158 
N.  E.  899.    See  P.  73.  .        .     " 

^T  General  Laws  of  Massachusetts,  Chapter  63,  Section  38   (9). 

18  Regulations  issued  by  the  Franchise  Tax  Commissioner,  quoted  in  Com- 
merce Clearing  House,  Corporation  Tax  Service,  State  and  Local,  1931, 
paragraph  1131.10. 
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North  Dakota. — The  North  Dakota  law  provides  that:  '* Re- 
ceipts from  sales  and  other  sources  shall  be  assigned  to  the  office, 
agency,  or  place  of  business  of  the  corporation  at  or  from  which  the 
transactions  giving  rise  to  such  receipts  are  chiefly  handled  and 
attended  to  with  respect  to  the  negotiation  and  execution."  ^® 

Virginia.— *' Sales  in  Virginia,  regardless  of  where  goods  are 
manufactured,  and  receipts  from  sales  of  goods  manufactured  m 
Virginia,  regardless  of  where  sold,  are  allocable  to  Virginia."  *° 

Payroll 

Seven  states^^  use  the  item  of  payroll  as  a  criterion  for  allocat- 
ing income.  As  is  shown  in  Table  I,  five  states  attach  a  weight  of 
thirty-three  and  one-third  per  cent  to  this  ratio.  In  general,  the 
definition  and  interpretation  of  *' payroll"  is  definite  and  includes 
the  expenditures  of  the  corporation  for  wages,  salaries,  commissions 
and  other  compensation  to  its  employees. 

Shares  of  Stock  of  Other  Corporations  Owned 

New  York  is  the  only  state  which  uses  the  '* share  stock  ratio,"  " 
although  information  concerning  ''stock  of  other  corporations 
owned  by  the  corporation"  is  required  in  the  tax  return  to  the 
state  of  V^ermont.^^ 

The  use  of  the  ** share  stock  ratio"  in  New  York  has  caused 
much  controversy.  In  fact,  after  the  1917  act  had  been  in  opera- 
tion for  one  year,  the  State  Tax  Commission  recommended  that 
this  ratio  be  eliminated  from  the  allocation  scheme.^*  In  1918, 
the  legislature  amended  this  section  of  the  law  by  the  provision 
that  the  ''stocks  of  other  corporations  owned"  should  not  exceed 
ten  per  centum  of  the  real  and  tangible  personal  property  in  the 
numerator  or  denominator  of  the  allocation  fraction.  This,  how- 
ever, created  additional  complications.    If  a  foreign  corporation 

19  Income  Tax  Law  and  Regulations  (1931)  P.  44  f. 

20  Prentice-Hall,  Sftafe  and  Local  Tax  Service,  Vol.  7,  paragraph  1231. 

21  California,  Idaho,  Massachusetts,  Mississippi,  North  Dakota,  Oregon, 
and  Utah. 

22  "The  value  of  share  stock  of  another  corporation  owned  by  a  corpora- 
tion liable  hereunder  shall  for  purposes  of  allocation  of  assets  be  appor- 
tioned in  and  out  of  the  state  in  accordance  with  the  value  of  the  physical 
property  in  and  out  of  the  state  representing  such  share  stock."  Tax  Law, 
Art.  9A    Sec.  214   (9). 

28  The'  Vermont  law  provides  that  regulations  for  the  allocation  of  net 
income  shall  be  left  to  the  discretion  of  the  commissioner  of  taxes.  The  type 
of  information  required  in  the  tax  return,  however,  indicates  that  this  share 
stock  ratio  will  be  used.  The  law  became  effective  Dec.  31,  1931  and  the  first 
returns  from  corporations  were  not  due  until  April  15,  1932. 

24  It  was  contended  that  this  type  of  property,  when  held  by  a  business 
corporation,  did  not  represent  capital  used  in  the  regular  course  of  business, 
but  represented  surplus  investments.  Furthermore,  such  holdings  accounted 
for  a  relatively  small  percentage  of  the  corporate  income. 
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conducted  its  business  chiefly  through  subsidiaries  and  received 
most  of  Its  income  in  the  f onn  of  dividends  on  stock,  it  would  be 
required  to  pay  a  tax  measured  by  entire  net  income,  including 
dividends,  but  the  value  of  the  stock,  in  excess  of  the  ten  per  cent 
maximum,  could  not  be  included  in  the  allocation  fraction ;  or,  if 
a  foreign  corporation  invested  in  railroad  or  industrial  bonds,  it 
would  be  required  to  pay  a  tax  measured  by  entire  net  income, 
including  bond  interest,  but  the  value  of  the  bonds  could  not  be 
included  in  the  segregation  of  assets.  This  inconsistency  was 
brought  to  the  attention  of  the  courts  in  the  Alpha  Portland 
Cement  case^^  and  the  amendment  of  1918  was  declared  to  be  in- 
valid. The  court  held  that  the  *' relator  should  be  permitted  to 
subtract  from  the  income  the  item  of  interest  on  the  bonds;  that 
it  should  be  permitted  to  add  the  value  of  its  shares  in  other  cor- 
porations to  the  value  of  its  assets  without  the  state.''  The  net 
result  of  this  decision  was  that  such  share  stock  could  be  included 
in  the  allocation  ratio  with  no  limitations  regarding  the  value 
of  real  and  tangible  personal  property. 

In  connection  with  the  ''share  stock  ratio,"  the  treatment  which 
is  extended  to  investment  companies  should  be  mentioned.  There 
is  a  provision  in  the  law,^^  which  authorizes  the  tax  commission 
to  adjust  the  tax  in  an  equitable  manner  when  the  statutory  segre- 
gation of  assets  does  not  properly  reflect  corporate  activity  of  the 
business  transacted  in  New  York.  Such  adjustment  is  necessary 
in  a  great  many  cases  for  investment  companies.  Obviously  the 
statutory  formula  will  not  always  reflect  properly  their  activities 
or  income  from  business  within  the  state  because  the  physical 
assets  which  are  represented  by  such  shares  of  stock  might  be 
located  for  the  most  part  outside  of  the  state,  and  other  securities, 
such  as  bonds,  might  be  deposited  outside  of  the  state  and  thus 
according  to  the  formula  be  allocable  without  the  state.  In  the 
case  of  an  investment  company  one  could  hardly  insist  that  the 
situs  of  such  physical  assets  without  the  state  indicated  the  pro- 
portion in  which  the  taxpaying  company's  business  was  without 
the  state.  In  this  kind  of  a  situation  it  is  probable  that  the  tax 
commission,  in  determining  the  proportion  of  business  attributable 
to  New  York,  will  consider  other  facts  such  as  the  '*  number  of 
people  employed  here,  amount  of  company's  payroll  in  New  York, 
its  purchases  and  operating  expenses  generally  in  New  York,  in 
comparison  to  the  total  of  these  expenditures  to  the  total  number 
of  employees  within  and  without  the  state."  " 

Purchases 

North  Dakota  is  the  only  state  that  uses  the  item  of  purchases 
as  an  allocation  criterion.    Moreover,  it  is  the  only  state  that  has 

^fi  People  ex  rel.  Alpha  Portland  Cement  Company  v.  Knapp,  230  N,  Y 
48.    See  P.  68. 

26  Tax  Law  of  New  York,  Art.  9A,  Sec.  211,  subd.  117. 

27  Prentice-Hall,  New  York  Tax  Service  (1931),  paragraph  2021, 


AljjOCAtion  op  Corporate  Income  for  State  Taxation    87 

adopted  the  model  allocation  rule  which  was  suggested  by  the 
Committee  of  the  National  Tax  Association.^®  When  this  rule  was 
proposed,  the  Committee  on  Apportionment  pointed  out  **with 
regard  to  the  element  of  purchases,  it  seems  to  the  committee  neces- 
sary to  introduce  this  element,  if  the  originating  end  of  the  busi- 
ness is  to  be  properly  reflected,  e.  g.,  consider  the  city  milk  indus- 
try, where  the  purchasing  and  collecting  are  often  in  one  state  and 
the  sale  and  delivery  in  another;  consider,  also,  the  chain-store 
business,  which  is  a  combination  of  wholesaling  and  retailing.  It  is 
obvious  that  the  entire  profit  should  not  be  assigned  to  the  retail 
branches,  as  this  profit  includes  the  wholesale  profit  as  well  as  the 
retail  profit.  However,  very  little  profit  will  be  assigned  to  the 
head  office,  by  consideration  of  the  wage  and  salary  element  alone. 
The  wholesaling  profit  is  largely  due  to  the  centralized  purchasing 
and  may  well  be  measured  by  crediting  the  head  office  with  business 
activity  to  the  amount  of  the  purchases  made  by  it.*'  ** 

Manufacturing  Costs 

Four  states,  Wisconsin,  Washington,  Arkansas  and  North 
Carolina,  use  the  ratio  of  manufacturing  costs  within  and  with- 
out the  state  as  a  criterion  for  allocating  the  income  of  manufac- 
turing corporations.  In  Wisconsin  and  Washington  the  manufac- 
turing cost  ratio  is  weighted  at  one-third  and  in  North  Carolina 
at  one-half  in  the  allocation  fraction,  while  in  Arkansas  it  is  the 
sole  criterion  for  manufacturing  companies.  In  Wisconsin,  Wash- 
ington and  North  Carolina,  manufacturing  costs  including  (1) 
total  cost  of  all  goods,  materials  and  supplies  used  in  manufactur- 
ing, processing  or  assembling  within  the  state,  regardless  of  where 
the  goods  were  purchased;  (2)  total  wages  and  salaries  paid  or 
incurred  within  the  state--direct  labor;  and  (3)  total  overhead 
or  manufacturing  burden  properly  assignable  to  such  manufactur- 
ing, processing  or  assembling  activities  within  the  state.^** 

Business 

Two  states — Georgia  and  North  Dakota — use  the  ratio  of  busi- 
ness within  and  without  the  state,  attaching  a  weight  of  fifty  per 
cent  thereto.  In  North  Dakota,  the  amount  of  business  which  is 
conducted  within  the  state  is  measured  by  three  factors:  payroll, 
purchases  and  gross  receipts.  In  Georgia,  no  measures  of  business 
activity  are  specified  in  the  statute,  the  matter  being  left  to  the 
discretion  of  the  tax  commissioner. 

A  different  approach  to  the  business  factor  is  illustrated  in  the 
Missouri  procedure.  The  statute  provide  for  the  use  of  the  gross 
sales  ratio,  but  as  an  alternative  the  taxpaying  corporation  may 

28  See  P.  62  f . 

29  '^Report  of  the  Committee  on  the  Apportionment  Between  States  of 
Taxes  on  Mercantile  and  Manufacturing  Business",  National  Tax  Association, 
Proceedings  (1922),  P.  207  f. 

«o Wisconsin  Statutes,  (1929)   chap.  71.02   (3d  2abc). 
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use  a  combination  of  intrastate  and  interstate  business.  It  is  pre 
vided  tliat  m  cases  where  sales  do  not  express  the  volume  of  busi- 
^!?'i  .  amount  of  business  transacted  wholly  in  this  state  shall  be 
added  to  one-half  of  the  amount  of  business  transacted  partly  in 
this  state  and  partly  outside  this  state  and  the  amount  thus  ob- 
tained shall  be  divided  by  the  total  amount  of  business  transacted, 
and  the  net  income  shall  be  multiplied  by  the  fraction  thus  obtained, 
to  determine  the  proportion  of  income  to  be  used  to  arrive  at  the 
amount  of  tax.''^^  The  factors,  other  than  sales,  which  are 
used  as  measures  of  business  conducted  within  and  without  the 
state  are  not  specified  in  the  statute ;  apparently  the  selection  of 
such  factors  is  left  to  the  discretion  of  the  tax  commissioner. 

Certain  Accounts  Receivable 

New  York  is  the  only  state  in  which  certain  accounts  receivable 
are  used  as  an  allocation  criterion,  although  information  in  this 
connection  is  required  in  the  tax  return  to  the  state  of  Vermont. 
In  New  York,  this  is  a  composite  ratio  consisting  of  the  average 
monthly  value  of  accounts  and  bills  receivable  arising  from  (1) 
the  sale  of  personal  property  and  (2)  the  service  performed  by 
any  officer,  agent  or  representative  of  the  company."  in  the 
Vermont  law,  however,  information  is  required  only  for  bills  and 
accounts  receivable  from  sales. ^^ 

Qi  Revised  Statutes,  Sec.  10115    (3d). 

^^  ^o^^  Si^^®  ^^*^^  ^^  explained  in  a  previous  section  of  this  chapter,  supra, 
page  8.  The  statute  provides  for  a  segregation  of  "bills  and  accounts  receiv- 
able arising  from  (a)  personal  property  sold  by  the  corporation  from  mer- 
chandise manufactured  by  it  within  this  state;  (b)  personal  property  owned 
by  the  corporation  and  not  manufactured  by  it  within  this  state  but  sold 
by  it  or  its  agents  and  located  within  the  state  at  the  time  of  the  receipt 
of  the  order;  (c)  the  purchase  or  sale  of,  or  trading  in,  goods,  wares  or 
merchandise  not  located  at  any  place  at  which  the  corporation  conducted  a 
permanent  or  continuous  business  without  the  state,  and  where  the  bills 
and  accounts  receivable  arose  from  orders  received  or  accepted  by  any  officer 
or  agent  or  at  any  place  of  business,  in  this  state;  and  (d)  services  per- 
formed by  any  officer,  agent  or  representative  of  the  corporation  connected 
with  sent  from  or  reporting,  either  directly  or  indirectly,  to  any  officer 
located  m  this  state  or  at  any  office  located,  owned,  rented  or  occupied  in  this 
state."    Tax  Law  of  New  York,  Art.  9A,  Sec.  211    (4) 

33  "Bills  and  accounts  receivable  arising  from  (1)  personal  property  sold 
by  the  corporation  manufactured  by  it  within  the  state;  (2)  personal  prop- 
erty owned  by  the  corporation  and  not  manufactured  by  it  within  the  state 
but  sold  by  It  or  Its  agents  and  located  within  the  state  at  the  time  of  the 
receipt  of  the  order."  General  laws  of  Vermont  relating  to  income  taxes 
enacted  by  General  Assembly,  1931,  No.  17,  Part  II,  Sec.  9?  ' 
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CHAPTER  Vn 
•      DOUBLE  TAXATION 

*' Double  taxation  in  the  simplest  sense  denotes  the  taxation  of 
the  same  person  or  the  same  thing  twice  over.  This  is  at  once  a 
very  old  and  a  very  new  phenomenon. ' '  ^  Double  taxation  arises 
in  many  different  forms,  all  of  which  may  be  reduced  to  two  chief 
categories:  ''that  by  competing  jurisdictions  or  authorities,  and 
that  by  the  same  jurisdiction  or  authority."  ^  The  first  type  has 
a  direct  bearing  upon  the  problem  of  allocating  corporate  income, 
and  is  a  result,  primarily,  of  the  extension  of  corporate  activities 
beyond  the  jurisdiction  of  a  single  state. 

Professor  Seligman  has  stated  that  ''almost  all  existing  double 
taxation  in  civilized  nations  is  due  to  inattention  to  these  modern 
industrial  intricacies";^  this  is  fully  substantiated  in  the  emer- 
gence  of  the  problem  of  allocating  corporate  income.  Allocation 
rules  have  been  formulated,  apparently,  with  the  intention  of 
securing  the  greatest  amount  of  revenue,  regardless  of  the  claims 
of  other  jurisdictions.  If  the  allocation  requirements  of  some  of 
the  states  were  fully  enforced,  it  would  frequently  happen  that 
corporations  would  be  taxed  on  more  than  one  hundred  per  cent 
of  their  income.  It  is  the  purpose  in  this  chapter  to  indicate 
some  of  the  causes  and  manifestations  of  double  taxation  as  well  as 
to  point  out  certain  remedies  within  the  existing  framework  ot 
government. 

Factors  Contributing  to  Double  Taxation 

KuDiMENTARY  ALLOCATION  Cbiteria— C 071  fusiofi  of  Residence 
and  Origin  Principles.—M.\ieh  confusion  in  aUocation  arises 
because  of  the  combination,  on  an  unequal  basis,  of  the  prmcipl^ 
of  oHgin  and  residence^    An  "origin"  tax^  is  one  that  is  levied 

1  Edwin  R.  A.  Seligman,  Essays  in  Taxation  (The  MacmiUan  Company, 
New  York,  1928),  lOth  ed.  Revised,  P.  98. 

2  Seligman,  op.  cit.j  P.  99. 

4EdWi^*R.  A.  Seligman,  DouUe  Taxation  and  International  Fiscal  Cooper- 
ati<m  {The  MacMillan  Company,  New  York,  1928),  Pp.  89,  150.  Professor 
Seligman  states,  in  his  critique  of  the  reports  of  the  Committee  of  Economic 
Explrts  and  Committee  of  Technical  Experts  concerning  the  problems  of 
double  taxation  for  the  League  of  Nations,  that  "virtually  identical  con- 
clusions were  drawn  by  the  two  committees  regarding  "the  adoption  of  domi- 
cile as  the  primary  and  general  criterion  applicable  to  pure  income  taxes 
[personal  income  tax]  and  its  modification  by  consideration  of  origin  m  the 
case  of  demi-personal  taxes  like  the  situs  and  source  taxes  [American  land 
and  business  or  corporation  taxes]  and  of  quasi-personal  taxes  like  the  origin 
taxes."     [French  imp6ts  cedulaires.]  ^     ^  r^ 

5M  B  Carroll,  Double  Taxation  Relief,  U.  S.  Department  of  Commerce, 
Trade  Information  Bulletin,  No.  523   (1927),  P.  16. 
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by  a  state  on  the  income  of  residents  or  non-residents  arising 
from  sources  within  the  state.    Application  of  the  origin  princi 
pie   as  It  relates  to  non-residents,  is  illustrated  by  the  provisions 
^n.^^V^^^^^"'..''^   Arkansas,   Mississippi,   North   Carolina   and 
feouth  Carolina  that  the  allocation  fraction  shall  be  used  only  by 
foreign  corporations.     The  residence  taxes  are  those  which  are 
levied  by  a  state  on  the  total  net  income,  from  external  and  internal 
sources,  of  resident  or  domestic  corporations  with  no  provision  for 
allocating  income  within  and  without  the  state.     Domestic  cor- 
porations are  subject  to  taxation  on  their  entire  net  income  in 
Arkansas,  Mississippi,  North  Carolina  and  South  Carolina.      In 
nsmg  entire  net  income,  regardless  of  jurisdictional  source,  the 
state  disregards  the  problem  of  allocation  as  it  relates  to  domes- 
tic corporations  and  double  taxation  may  result.     However,  the 
tendency  to  double  taxation  may  be  counteracted  if  the  state  aUows 
^  ^^-^  i  I^""  income  taxes  paid  in  other  states ;  this  statement  is 
clarified  through  reference  to  specific  practices.    For  example,  no 
provision  is  made  m  the  Mississippi  statute  for  the  crediting  of 
income  taxes  paid  by  domestic  corporations  to  other  states:  the 
Arkansas  law  permits  a  deduction  from  gross  income  of  income 
taxes  paid  m  other  states;  in  South   Carolina,  a  deduction  is 
allowed  for  net  income  arising  from  a  regular  business  outside  the 
state,  while  North   Carolina  permits  a  credit  for  income  taxes 
paid  m  any  other  state.     By  the  refusal  to  grant  such  credits, 
origin  considerations  are   ignored  and  the  levy  becomes   essen- 
tially a  residence  tax.    No  objection  is  advanced  against  the  prac- 
tices of  North  Carolina  and  South  Carolina  inasmuch  as  each 
state  allows  a  full  credit,  or  its  equivalent,  for  income  taxes  paid 
m  other  states,  the  result  being  practically  the  same  as  if  the  allo- 
cation fraction  were  applicable  to  both  foreign  and  domestic  cor- 
porations.   On  the  other  hand,  the  failure  of  Arkansas  and  Missis- 
sippi to  allow  full  credit  for  income  taxes  paid  in  other  states 
represents  a  rudimentary  concept  of  allocation  and,  as  noted  pre- 
viously, may  lead  to  double  taxation. 

Inadequate  Criteria  for  Localization  of  Income.— Double  taxa- 
tion may  arise  from  a  perversion  of  the  origin  principle  through 
the  failure  of  certain  states  to  adopt  adequate  criteria  for  deter- 
mining the  situs  of  income  arising  from  sources  in  several  states 
Ihe  requirement  m  Connecticut  that  manufacturing  corporations 
use  the  property  ratio  in  apportioning  income  is  based  on  the 
assumption  that  the  physical  situs  of  property  coincides  with 
and  determines,  the  economic  location  of  income.  According  to 
the  Tennessee  and  Missouri  practice,  it  is  assumed  that  the  situs 
of  taxable  income  coincides  with  the  situs  of  the  sale.®  If  a  cor- 
poration were  engaged  in  manufacturing  in  the  state  of  Connec- 
ticut and  transacted  most  of  its  sales  in  Tennessee,  the  application 
of  the  respective  allocation  fractions  would  result  in  the  taxation 

af^J^^'^T*'"'?  ^"S^KfJ?  determining  the  situs  of  a  sale  are  discussed 
at  r.  94.    See  also  Pp.  82r-85. 


of  Txore  than  one  hundred  per  cent  of  the  corporation's  net 
income.^ 

Dual  Fractions.-^imilnvly,  the  use  of  the  dual-fraction«  or 
separate  fractions  for  mercantile  and  manufacturing  corpora- 
tions respectively,  may  contribute  to  double  ^^^^^'^''/ J^^J^^ 
poration  were  operating  in  two  states  that  use  the  d^^l-fr^ct  on 
the  result  from  the  standpoint  of  allocation,  would  be  ^^^^^^'^^^^ 
to  the  case  described  above  of  a  corporation  operating  in  Connec- 
ticut and  Tennessee. 

Multiplicity  of  Allocation  KATios.-The  multiplicity  of  alloca- 
tion  ratios  is  the  greatest  source  of  friction  in  the  distribution  of 
t^able  income  among  the  states.    It  was  shown  m  a  previous  sec- 
tiS  that  ten  differfnt  bases  of  apportionment  are  employed  by 
the  states,  while  weights,  ranging  from  zero  to  one  ^^^^^^^^^^ 
are  attached  to  some  of  these  various  bases.    In  gf^^^^^^l',,^*^\7^^^^ 
no  less  than  twelve  different  allocation  fractions  in  ^^        ynder 
such  circumstances,  double  taxation  is  almost  unavoidable  and 
'^rti:^i:^y  if  the  rules  are  rigidly  applied.    ^^  ^s  sj^^^^^^ 
that  if  a  corporation  were  operating  m  ^S^''''^^^'^^^,^^^^ 
the  application  of  the  property  ratio  and  ^^^^ Y/,^^^^  ^^f  M^^^^^ 
taxation  of  one  hundred  sixty-three  per  cent  of  the  net  income. 
SarV  if  a  corporation  were  operating  in  M--ch^^^^^^  and 
Connecticut,  or  in  any  states  which  do  not  follow  the  same  alio 

.The  following  illustration  -presents  fe^^^^^  Vir:^^n^'Zl 

that  might  be  claimed  by  Connecticut  and  Tennessee,  ii  tne  iract  i* 

applied  rigidly: 

Oross  Allocation 

State                        Property         receipts  criteria 

Connecticut $5 ,  000 ,  000     $1 ,  000 ,  000  Property 

TenSSsee      . . . . . .       1,000,000      4,000,000  Gross  receipts 

$6,000,000  $5,000,000 


ApproaDifMite 

percentage  of 

taxable  income 

83.33 

80.0 


163.33 


8  There  is  a  distinction  between  the  dual  fraction  and  the  so-called  alter- 
nativeTa^tio^  tl^^^^^^^^^      denoting,  the  P-^tiee  of  allowing  t^^^^^^^^^^ 
submit  an  alternative  fraction  for  income  aPP«^.V«"^^P!;;^^;^  ^^"^  ^^  ^^''^'' 
that  the  statutory  fraction  is  inequitable  and  discriminatory^ 

9  In  Connecticut,  manufacturing  corporations  are  required  to  "^^  tne  prop 
ertv  fraction  while  selling  corporations  use  the  gross  receipts  fraction.     In 

M  sVs  ?ppi    mlnu^^^^^^  corp'orations  use  a  ^-t'se^n'trlofat  o^^^^^^ 

roll  and  "cost  value  of  physical  assets"  ratios,  while  selling  corporations  use 
the  n^t  cost  of  sales"  ratio.  According  to  the  Arkansas  practice,  manufac- 
turinrcompanies  use  the  cost  of  production  ratio  and  selling  companies  use 
the  sflesTa^tto  In  North  Carolina,  a  less  objectionable  form  of  dual-fraction 
was  adopted  Recently,  which  consists  of  the  combined  property  and  manu- 
TactuHng  cL  ra^^^^^^^^  manufacturing  companies  and  the  combined  prop- 
erty and  sales  ratios  for  selling  companies. 

10  Chapter  6,  Table  I. 

11  See  P.  101. 
12P.  »2. 
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mnif  fr^""'  '^''  probable  that  the  tax  would  be  measured  by 
more  than  one  hundred  per  cent  of  the  income." 

..^''^^Y?'^^^''^^^^^''™''^  ^^  Intrastate  SALES.-There  are 
Mteen  states  which  use  gross  receipts  or  sales  as  the  sole  or  as  a  par- 

dff  nf '?  '""-r^T"^-"  ^^^'^'^'  *^^  d«^  ^^t  establish  a  con- 
on^Zv  ?^/^^™l*y'.  even  within  these  fifteen  states,  because 
conflicting  interpretations  lead  to  much  confusion  in  the  distinction 
between  intrastate  and  interstate  sales.  There  are  many  over- 
lapping  jurisdictional   claims  to  sales.     Several   states  include 

wm^M%L™f^l!'i  ^^  *^^  allocation  fraction,  certain  sales  which 
would  seem  to  belong  properly  m  the  denominator  of  the  fraction, 
If  Lof'  1.'''  !  category  of  interstate  sales.  For  instance, 
It  may  be  contended  that  sales  should  be  allocated  to  (1) 
the    state    m    which    the    goods    were    delivered,    or     (2)     the 

^i^wJ  /^'/?*T*  ^^  '^^^  ^^^  ^^^^'  «^  (3)  the  state  in 
Ynlt  Vo  ^^^tj^et  of  sale  was  sanctioned.  In  three  states-New 
S^  yer.«^7t  and  Virginia-the  term  intrastate  sales  is  con- 
strued  to  include  (1)  the  sale  of  goods  within  the  state,  wherever 
manufactured,  and  (2)  the  sale  of  goods  manufactured  WuhSThe 
?^ti;-I  /r  ''^^-  The  result  of  such  interpretations  is  the 
taxation  of  the  same  sales  m  two  or  more  states,  or  rather  the 
assignment  of  the  same  sales  to  several  different  jurisdictions  for 
allocation  purposes.  For  instance,  let  it  be  assumed  that  the  prod- 
ucts of  a  corporation  are  manufactured  in  New  York  and  stored 

ZZti"^  .r^''^^''?  ^  ^^*^^  '^^^  ^^  Virginia,  while  the  order 
underlying  the  sale  is  placed  with  the  Vermont  storage  plant. 
The  sale  could  be  allocated  to  New  York  because  it  represented 
personal  property  sold  by  the  corporation  from  merchandise 
manufactured  by  it  within  the  state;-  Vermont  would  have  a 
claim  because  it  was  a  sale  of  '^  personal  property  owned  bv  the 
corporation  and  not  manufactured  by  it  within  this  state;  but 
sold  by  It  or  Its  agents  and  located  within  the  state  at  the  time  of 
the  receipt  of  the  order, '^  and  Virginia  would  claim  the  sale  under 

"This  tendency  is  indicated  in  the  following  illustration: 

Approwimate 
percentage 
PavroU  Jiirr^^-      Allocation    of  tamable 

$3,000,000 
1,000,000 


^to.te  Property 

Connecticut $5,000,000 

Massachusetts    . .         2 ,  000 ,  000 


€h'088 

receipts 

$1,000,000 
5,000,000 


Tennessee  1,000,000      1,000,000 


3,000,000 


factors 

Property 

Property, 

payroll 

and  gross 

receipts 

Gross 

receipts 


income 
62.5 
33.5 


$8,000,000  $5,000,000  $9,000,000 


33.5 


129.5 


14  See  Pp.  82  ff. 

15  In  New  York,  the  Form  for  Return  of  Corporate  Income  provides  that 
bills  and  accounts  receivable  which  are  allocable  to  New  Y^k  ?ncrude  those 
arismg  from  sales    n  other  states  where  the  corporation  does  not  maintain  a 
permanent  or  continuous  place  of  business  and  where  such  sa?e  ^  reports 
back  and  accepted  at  an  office  of  the  corporation  located  in  New  York 
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the  provision  that  sales  in  Virginia  are  allocable  to  the  state 
** regardless  of  where  the  goods  are  manufactured/'  . 

Many  of  the  state  officials  declare  that  the  greatest  difficulty  m 
the  application  of  an  allocation  fraction  arise  out  of  the  interpre- 
tation of  the  sales  ratio.^«  This  is  almost  self-evident,  because 
the  fraction  and  statutory  provisions  relating  thereto  are  designed 
to  cover  the  majority  of  corporations.  There  are  many  border- 
line cases  in  the  determination  of  the  situs  of  sales  which  are  difc- 
cult  to  settle  without  some  centralized  administration  of  the  income 
tax  However  the  situation  would  be  greatly  aUeviated  by  the 
uniform  adoption  of  a  single  rule  such  as  that  of  New  York, 
which  provides  that  the  sale  shall  be  reported  to  and  accepted  at 
an  office  of  the  corporation  located  in  New  York  in  order  for  it 
to  be  allocable  to  that  state."  ^     ^^ 

Furthermore,  the  New  York  principle  seems  to  be  m  accordance 
with  that  enunciated  by  the  federal  government." 

Conflicting  Interpretations  of  the  Source  of  Income— 
Possession  of  the  United  States.— Seweml  years  a^o  a  yerj  mtej- 
esting  problem  in  double  taxation  arose  between  the  United  states 
and  Puerto  Rico  because  of  conflicting  interpretations  regarding  the 
source  of  taxable  income.  This  problem  was  explained  in  connec- 
tion with  the  methods  of  allocation  employed  by  the  federal  gov- 
ernment," but  additional  reference  to  it  should  be  made  at  tms 

16  "So  many  diverse  methods  of  contract  are  employed  in  the  selling  depart- 
ment of  a  business  that  many  perplexing  problems  arise  when  ^t  comes  to 
assign  or  identify  a  sale  with  a  given  branch  office  or  agency.  Border  line 
casermust  always  be  determined  on  the  circumstances  and  merits  of  each 
case  aTno  unTfo^rm  rule  could  be  adopted  which  would  fit  all  cases  coming 
under  this  category."  Letter  from  Commissioner  W.  J.  Conway,  of  Wisconsin 
to  the  writer,  under  date  of  August  17,  1931. 

is  "^e^e^ls  cons1dI?ible  diversity  in  the  judicial  decisions  respeotmg  what 
is  the  sale  and  accordingly  respecting  what  is  the  place  ^^  ^!f  ^f,  ^be  only 
reconciling  principle  to  be  deducted  from  the  decisions  is  that  the  act  or 
event  having  the  most  cogent  relationship  to  the  legal  issue  presented  for 
resolution  in  a  particular  field  is  deemed  the  sale  and  the  plfce  where  that 
act  or  event  occurs  is  deemed  the  place  of  sale  Thus  in  the  field  of  con- 
stitutional law,  where  the  jurisdiction  of  the  United  States  or  one  of  its 
constituent  states  is  in  question,  the  substance  of  the  sale  is  deemed  the 
contract  between  the  seller  and  buyer  under  which  the  property  intl^e  goods 
is  either  presently  or  ultimately  transferred.  Thus,  m  Norfolk  and  Western 
Railway  Company  v.  Sims  (191  U.  S.  441,  447),  the  Supreme  Court  of  the 
United  States  said :  A  sale  really  consists  of  two  separate  and  distinct  ele- 
ments: first,  a  contract  sale  .  .  .  and  second  a  delivery  of  the  property, 
which  may  precede,  be  accompanied  by,  or  follow  the  payment  of  the  price 
...    The  substance  of  the  sale  is  the  agreement  to  sell  and  its  acceptance. 

"The  decision  [Compania  General  de  Tohacos  de  Filipinos  v.  Collector] 
(279  U.  S.  306)  is  conclusive  that  the  technical  rules  as  to  the  passing  of 
the  property  in  the  goods  and  the  assumption  of  risk  are  not  determinaUve 
of  the  place  of  sale  and  the  source  of  income  from  the  sale  of  goods.  The 
essential  character  of  the  transaction— the  contract  of  sale— is  the  decisive 
factor  in  determining  the  place  of  sale  for  the  purpose  of  determining  the 
source  of  income."  Quoted  in  Prentice-Hall,  Inc.  Federal  Tax  Service  (1931), 
i^.  180-185. 

i»  P.  64  f . 
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Lt?M,-..,  '■^'"•^^"^"^  companies  in  the  United  States  maintained 
mS  s  Th/''  P^-^t^  R'""  for  the  purchase  of  tobacco  anl 
Sd^t«tl  "^^f^u  °^  '1*'^  pompanies  were  taxable  in  the 
United  States  on  the  theory  that  income  originates  in  the  country 
m  which  the  goods  are  sold;  while  Puerto  Rico  taxed  the  pS 
on  the  theory  that  the  income  from  the  sale  of  Puerto  Rican™ 
ucts,  wherever  sold,  was  taxable  by  Puerto  Eico.  Consequently,  these 
concerns  were  taxable  on  approximately  two  hundred  per  c;nt  of 

bv  the  twTrT-  ^^'  f^""'""  \''^''^  ^^^  P'-oWera  was  settled 
Hail  J«  .  Governments  upon  the  recommendations  of  Professor 
Haig,  IS  explained  in  the  reference  cited  above. 

anSawf  r^-~^^'  solution  to  the  Puerto  Rican  problem  is  not 
applicable  to  a  company  which  operates,  under  similar  conditions 

Carroirreport'""''*'^        ^"^  interesting  ca^e  is  described  in  the 

Where  foreign  countries  levy  a  tax  on  the  purchase  in  their  territorv  of 
f-S  T?"''  "'  1°'*^  "  *"  U"'t«'   States,  double  taxation   results    from 

r«oMin»'to  ZlJlir/^l'"^-  '■'^^H  '^  '=''"^«>  ^y  the  American  p^act^c" 
aecoramg  to  which  all  of  the  income  from  the  sale,  in  the  United  States   nf 

B^^r^^'^r^  ^^  Th-Lx^oS^ai^-iTuSS^ 

whtl  such  credit  is  Sn"^^ T^.^t  ^"""^  Pr»P°rtion  of  the  ti  agaiS 
witCut  the  United  %f»tr  K*/''t**^^^  "«*  """""^  f^om  sources 

Ihere  was  no   income  from  sources   without  the  TTnifpH   «?fafoo    i,« 

20  The  allocation  frartion  for  this  type  of  enterprise  is  described  at  P   (14 
=1  "Tax  System  and  Allocation  Methods  in  the  United  St»fl=?j  d        •      ,, 
Ta.ati<^  Of  Foreign  an.  National  Enterprisf:,  S°a^1  of titio'nM  1932 ') . 

£thi;^*^e:tio^n%ld^^^^^ 

income  must  really  have  been  derived  or  accrued  for  examnlpfrL  ^.^^^T' 
of  goods  or  services.  Consequently,  a  f oreign  enterprL  can  W.^^^^  *^^  '^^! 
establishment  in  either  Grlat  Br  tairo^the  Unite^^^  Stafl  tff>?'Tt''?°* 
subject  to  income  tax  because  of  the  fLt  that  the  ei«hl1«ll  ?*  IT^ 
manufactures  nor  sells  goods,  nor  renders  servicp!  f^^^bhshment  neither 
remuneration."    Op.  cit    P   23  services    to   third   parties    for 
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Elimination  of  Objectionable  Double  Taxation 

The  elimination  of  objectionable  double  taxation  is  dependent 
upon:  (1)  agreement  on  fundamental  principles  underlying  a 
proper  allocation  and  (2)  adoption  of  a  uniform  procedure. 
This  applies  to  both  the  interstate  and  international  problems, 
although  there  is  some  difference  of  technique  to  be  followed  in 
the  two  cases.  In  international  practice,  there  is  a  decided  pref- 
erence in  favor  of  separate  accounting,  the  method  of  fractional 
apportionment  being  used  as  a  last  resort."  But  even  with  sepa- 
rate accounting  it  is  necessary  to  reach  an  agreement  regarding 
the  principles  to  be  applied  in  determining  the  source  of  income, 
if  double  taxation  is  to  be  avoided.  For  example,  the  contention 
that  entire  net  income  is  taxable  in  the  country  in  which  the  goods 
are  sold  may  conflict  with  and  overlap  the  claims  of  other  coun- 
tries which  levy  a  substantial  tax  on  purchasing  establishments. 
All  of  these  matters  should  be  taken  into  consideration  in  allocat- 
ing income  among  the  branches  of  an  enterprise  which  operates  in 
several  countries  and  the  test  to  be  applied  should  be  that  of 
determining  what  would  be  the  profit  if  each  branch  were  an 
independent  concern.^* 

The  question  of  international  double  taxation  is  beyond  the 
scope  of  this  investigation,  biit  reference  should  be  made  to  two 
very  significant  developments.  At  the  present  time,  a  bi-lateral 
treaty  for  the  elimination  of  double  taxation  between  the  United 
States  and  France  is  dependent  only  upon  ratification  by  the  latter 
country.  Jf  ratified,  it  will  entail  the  renunciation  by  both  coun- 
tries of  the  right  to  impose  income  taxes  on  business  enterprises 
of  the  other  countty  except  on  the  profits  of  a  branch  within  the 
country.  Second,  the  Fiscal  Committee  of  the  League  of  Nations 
has  undertaken  an  investigation  of  international  allocation  prac- 
tices, the  results  of  which  will  serve  as  a  basis  of  a  multi-lateral 
treaty  for  the  elimination  of  objectionable  double  taxation." 

The  elimination  of  interstate  double  taxation,  of  an  objectionable 
character,  involves  a  choice  between  ameliorative  and  fundamen- 
tal reforms,  and  there  are  strong  presumptions  in  favor  of  the 
latter  type.  As  analysis  of  the  allocation  problem  proceeds,  it 
becomes  increasingly  evident  that  basic  changes  must  be  made  in 
governmental  relationships  for  the  achievement  of  fundamental 
reforms.  Consideration  of  this  question,  however,  is  reserved  for 
another  section.^^  Attention  here  is  confined  to  two  proposals 
which  are  of  an  ameliorative  character  although  entailing  action 
on  the  part  of  Congress  and  the  United  States  Supreme  Court. 
They  would  not  provide  a  full  solution  because  so  many  existing 
problems  would  remain  untouched  in  the  application  of  these 

23  gee  P.  35  f. 

24  Many  obstacles  confront  the  full  application  of  this  test.    See  P.  115. 

25  See  P.  113. 

26  Chapter  X. 
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devices    The  objections  to  such  methods  are  stated  in  the  final  sec 
tion  which  deals  with  the  methods  of  accompUshing  u^i^tyfr 

simnl.  rnl^^'f  ^^T  ^^'  ^^F«^^  ^ourt  might  formulate  a  few 
simple  rules  for  the  prevention  of  double  taxation  arising  out  of 

f^  thf.?  ^^^?^P<>^e'  income  among  the  states,  as  it  hL  done 

n  the  ca^e  of  inheritance  taxation.-    Such  rules  should  relate  to 

the  selection  of  uniform  criteria,  the  determination  of  the  situs 

hL'^>-  T'\'^'   ^^.  evaluating  property   and   the   distLtion 
between  intrastate  and  interstate  commerce.  •'"xunun 

This    however,   is  dependent  on  taxpayers  presenting  to  the 
courts  the  issue  of  double  taxation  arising  out  of  overla^ng  allo- 
cation devices.    Thus  far,  the  allocation  cases  have  turned  mainly 
frJt  q^^tion  of  whether  or  not  the  application  of  a  certain 
traction  operated  in  an  unreasonable  and  discriminatory  fashion 
and  resulted  in  the  apportionment  of  an  unduly  large  proportion 
of  the  entire  net  income  to  a  single  state.    It  remains  for  some 
large  corporate  taxpayer  operating  in  several  states  to  prove  to 
the   courts   that   the   combined   application   of   several   fractions 
results  in  the  taxation  of  more  than  one  hundred  per  cent  of  the 
corporate  net  mcome.     Then,  the  Supreme  Court  will  have  an 
opportunity  to  enunciate  principles  for  eliminating  competitive 
allocation  and  consequent  double  taxation  in  a  manner  comparable 
to  its  action  m  meeting  problems  arising  out  of  overlapping  taxes 
on  inheritance.  s  i^  co 

A  different  type  of  solution  was  proposed  by  Mr.  W.  S  Elliott 
m  an  address  before  the  National  Tax  Association.^^  If  Congress 
^uld  enact  legislation  of  the  type  which  he  suggests,  it  would 
offer  a  much  more  effective  basis  for  action  by  the  Supreme  Court 
than  IS  afforded  by  the  preceding  proposal.  The  proposed  legis- 
lation is  quoted  m  entirety: 

in.^«1«f!«fT°^  '!^*^'.  ^T  \^.^P*f  ^"^^™^  **^  ^*^«  *°d  are  using  various 
inconsistent  formulae  for  fractional  apportionment  of  total  incomi  of  cor- 

?rj,tir°/  aj;?  individuals  doing  business  within  and  without  the  state,  as  a 
result  of  which  the  same  income  is  taxed  in  more  than  one  state,  and  inter- 
state commerce  is  unduly  burdened. 

Be  It  Enacted,  that  no  state  shall  impose  any  income  tax  or  license  tax 
based  upon  or  measured  by  income  arising  from  transactions  of  interstate 
commerce  conducted  partly  within  and  partly  without  said  state  unless  the 

Sv  rjhnd/ n/  n'^T  ""^J!?*"^  *^  ?^^^*^°^  ''  determined  and  set  apart 
by  methods  of  allocation  and  apportionment  approved  by  the  Commission 
created  by  this  Act.    The  Commission  shall  prescribe  «uch  rules  and  Sods 

27  See  chapter  X. 

28  The  legal  principles  and  rules  for  the  prevention  of  double  taxation  of 
i^i^'r^Tr"'  ^^^^1«P!^.  a°d  applied  in  a  series  of  cases:  Fai^sLo^n 
and  Trust  Company  v.  Minnesota,  280  U.  S.  204  (1930);  Baldtoin  v  Jfi«. 
«o^  282  U  I  586  0930)  j^eidier  v  South  CaroJa  Ta^  Commis^, 
US    312   (1932)       '  National  Bank  of  Boston  v.  State  of  Maine,  284 

29  National  Tax  Association,  Proceedings  (1932). 
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of  allocation  and  apportionment  of  income  derived  from  interstate  and 
foreign  commerce  as  in  its  judgment  will  avoid  double  taxation  and  permit 
each  state  to  tax  the  portion  thereof  reasonably  attributable  to  business  con- 
ducted within  its  borders. 

Mr.  Elliott  concludes  with  the  observation  that  '*it  is  for  Con- 
gress to  say  what  is  an  undue  burden  on  interstate  commerce  and 
when  Congress  breaks  its  silence,  the  Supreme  Court  will  accept 
its  views.''®* 


30  For  further  consideration  of  this  proposal,  see  P.  118. 
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CHAPTER  Vra 

THE  PRESENT  STATUS  OF  UNIFORMITY  IN  ALLOCATION 

PRACTICES 

Meaning  of  Uniformity 

Absolute  uniformity  and  equality  in  taxation  is  unattainable. 
Uniformity  must  be  viewed  as  a  relative  concept  and  it  denotes 
simply  the  abandonment  of  varied  and  dissimilar  allocation  bases 
by  the  states.  It  does  not  imply  the  rigid  application  of  identical 
allocation  formulae,  or  the  adoption  necessarily  of  uniform  tax 
rates.  Some  states  require  a  greater  revenue  per  unit  of  taxable 
value  than  other  states,  which  leads  to  diversity  of  tax  rates.  How- 
ever, in  the  case  of  the  allocation  formula,  it  is  desirable  that  a 
uniform  rule  be  adopted,  but  there  should  be  a  flexible  provision 
in  the  law  permitting  a  relaxation  of  the  requirements  in  excep- 
tional cases.  Special  criteria  could  be  prescribed  or  permitted  in 
such  cases  and  the  use  of  separate  accounting  allowed  if  the  com- 
pany records  were  adequate  for  segregating  income  by 
jurisdictions. 

The  test  of  uniformity  lies  in  the  equalization  of  the  burden  on 
various  tax  bases  and  the  adoption  of  allocation  criteria  for  the 
distribution  of  not  more  than  one  hundred  per  cent  of  corporate 
income  among  the  taxing  units.  The  most  that  can  be  antici- 
pated is  an  approximate  and  relative  uniformity  which  will  dis- 
place the  existing  chaotic  situation. 

Desirability  of  Uniformity 

The  desirability  of  some  degree  of  uniformity  is  evident  from 
much  of  the  preceding  material  and,  particularly,  that  which 
dealt  with  double  taxation.  The  probability  of  multiple  taxation 
is  enhanced  because  of  the  use  of  ten  different  bases  of  allocation. 
If  the  states  were  willing  to  cooperate,  they  could  select  three  or 
four  of  these  bases  for  uniform  application,  scrapping  the  others, 
and  many  of  the  present  inequities  would  be  eliminated.  The 
problem  of  fractional  apportionment  is  not  so  much  the  superior- 
ity of  one  criterion  over  another,  as  it  is  the  uniform  adoption 
of  a  few  simple  rules.  A  few  years  ago,  a  Committee  of  the 
National  Tax  Association  stated  that: 

from  the  standpoint  of  the  taxpayer,  uniformity  between  states  is  by 
all  odds  the  most  essential  requisite.  It  might  make  little  difference  to 
the  taxpayer  whether  he  is  taxed  on  seventy-five  per  cent  of  his  income 
at  the  place  of  manufacture  and  twenty-five  per  cent  at  the  place  of 
sale,  or  vice  versa,  so  long  as  he  is  taxed  only  on  one  hundred  per  cent 
altogether.  The  fairest  apportionment  rule  conceivable  would  be  of  little 
help  to  the  taxpayer  if  only  one  state  adopted  it  and  the  others  con* 

[100] 
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tinued  to  use  a  different  rule All  methods  of  apportionment 

of  trading  profits  are  arbitrary  —  the  cutting  of  the  Gordian  knot 

There  is  no  one  right  rule  of  apportionment,  notwithstanding  that  there 
probably  are  a  number  of  different  rules,  all  of  which  may  work  sub- 
stantial justice.  For  the  present  purposes  the  only  right  rule  of  pro- 
cedure is  a  rule  on  which  the  several  states  can  and  will  get  together 
as  a  matter  of  eomity.  Getting  together  by  the  uniform  adoption  of 
some  equitable  method  and  finding  the  right  rule  of  apportionment  are, 
in  our  opinion,  synonymous,  i 

Present  Status  ^ 

The  general  status  of  uniformity  in  allocation  practices  is  shown 
in  Table  II.  There  are  twelve  of  the  twenty-one  states  that  show 
some  tendency  toward  uniformity,  but  this  is  not  highly  signifi- 
cant inasmuch  as  they  use  four  different  allocation  methods. 
According  to  the  Vermont  practice  the  return  of  information, 
which  is  required  from  the  taxpayer,  is  essentially  the  same  as 
that  of  New  York.  The  methods  that  are  followed  in  North  Caro- 
lina and  Washington  are  similar  to  the  Wisconsin  procedure.  The 
statutes  of  North  Dakota  and  Georgia  provide  that  income  shall 
be  apportioned  on  the  basis  of  property  and  business,  although 
the  criteria,  by  which  the  business  factor  shall  be  measured,  are 
not  specified  in  the  Georgia  law.  The  strongest  trend  toward  the 
adoption  of  a  uniform  procedure  is  represented  by  the  group  of 
five  states — Massachusetts,  California,  Oregon,  Utah  and  Idaho — 
which  use  a  combination  of  property,  payroll  and  gross  receipts 
as  allocation  criteria.  Utah,  Oregon  and  Idaho  follow  a  proce- 
dure very  similar  to  the  California  method,  which  in  turn  is  based 
upon  the  Massachusetts  plan.  This  is  the  most  constructive 
attempt  that  has  been  made  to  abandon  dissimilar  allocation  prac- 
tices, for  which  credit  is  due  chiefly  to  the  states  on  the  Pacific 
Coast. 

In  the  other  eight  states  listed  in  Table  II  excluding  Oklahoma, 
there  are  practically  eight  different  methods  of  apportionment. 
Some  similarity  exists  between  the  Missouri,  Tennessee  and  South 
Carolina  formulae,  but  the  differences  preclude  classification 
within  a  single  category.^ 


1  "Report  of  the  Committee  on  the  Apportionment  between  States  of  Taxes 
on  Mercantile  and  Manufacturing  Business,"  National  Tax  Association,  Pro- 
ceedings (1922),  P.  201  f. 

2  A  substantial  portion  of  the  material  presented  in  the  remainder  of  this 
chapter  was  published  in  the  Bulletin  of  the  National  Tax  Association  (Janu- 
ary 1932),  "The  Status  and  Certain  Tests  of  Uniformity  in  Allocating  Cor- 
porate Income." 

3  Both  Missouri  and  Tennessee  require  an  allocation  on  the  basis  of  gross 
sales,  but  Missouri  includes  one-half  of  the  sales  that  are  partly  within  and 
without  the  state  in  the  numerator  of  the  allocation  fraction.  See  p.  83. 
In  South  Carolina,  the  gross  sales  ratio  is  used  when  the  corporation  owns 
no  real  property  within  the  state,  or  when  the  foreign  corporation  is  engaged 
in  buying  and  selling.    The  Mississippi  method  is  based  on  net  cost  of  sales. 
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TABLE  II 

The  Status  of  Uniformity  in  Allocation  Practices 


Property, 

payroll, 

g;ross  receipts 

Property 

and 
business 

Segregation 
of  assets 

Property, 

manufacturing 

costs,  sales 

California 
Idaho 

Massachusetts 
Or^on 
Utah     . 

Georgia 
North  Dakota 

New  York 
Vermont 

Wisconsin 
North  Carolina 
Washington 

a  Dissimilar  or  non-uniform  practices  prevail  in  the  following  states:    Arkansas,  Connecticut, 
Mississippi,  Missouri,  Montana,  South  Carolina,  Virginia,  and  Tennessee. 
No  definite  method  has  yet  been  adopted  by  Oklahoma. 

Certain  Tests  of  Uniformity 

In  order  to  present  a  more  definite  picture  of  various  allocation 
practices  a  set  of  hypothetical  illustrations  has  been  developed,  in 
which  the  uniform  application  of  certain  formulae  is  compared 
with  the  application  of  varying  formulae  to  the  same  corporation. 
Obviously,  if  a  uniform  fraction  is  followed,  the  taxpaying  cor- 
poration will  be  assessed  on  approximately  one  hundred  per  cent 
of  its  net  income.  However,  the  proportions  of  taxable  income 
attributable  to  the  different  states  will  vary  according  to  the  fac- 
tors which  are  used  in  the  allocation  fraction. 

The  first  illustration,  as  shown  in  Table  III,  is  based  upon  rela- 
tively simple  conditions  in  which  a  corporation  has  most  of  its 
manufacturing  equipment  in  Connecticut,  the  greater  portion  of 
its  sales  being  made  in  other  states.  The  same  figures  are  used 
throughout  the  illustrations,  although  only  two  states  are  con- 
sidered in  Case  I.  Case  I  shows  the  absurd  result  that  may  fol- 
low the  application  of  allocation  fractions  Avhich  consist  of  only 
one  ratio.  The  proportion  taxable  by  Connecticut  is  determined 
by  the  ratio  of  real  and  tangible  personal  property  within  the 
state  to  the  total  of  such  property  wherever  located,  while  the  pro- 
portion taxable  by  Tennessee  is  determined  by  the  ratio  of  gross 
receipts  within  the  state  to  total  gross  receipts.  Under  the  condi- 
tions assumed,  if  a  corporation  were  engaged  in  business  in  Con- 
necticut and  Tennessee  it  would  be  taxable  on  one  hundred  and 
sixty-three  per  cent  of  it  net  income.  Case  II  indicates  some 
improvement  over  the  preceding  illustration.  Here,  it  is  assumed 
that  a  corporation  is  engaged  in  manufacturing  and  selling  in 
three  states,  its  property,  payroll  and  sales  being  distributed 
among  the  states  as  indicated  in  the  respective  columns.  The  fol- 
lowing ratios  are  used  in  determining  the  proportion  of  income 
that  is  taxable  in  each  state:  the  property  ratio  is  applied  for 
Connecticut;  Massachusetts  uses  a  fraction  which  consists  of  the 
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ratios  of  property,  payroll  and  gross  receipts  within  the  state  to 
the  total  of  such  items ;  the  gross  receipts  ratio  is  used  in  Tennes- 
see. Under  the  conditions  assumed,  the  corporation  would  be  sub- 
ject to  taxation  on  one  hundred  twenty-nine  per  cent  of  its 
income,  the  Connecticut  proportion  amounting  to  almost  one-half 
of  the  total.  In  this  illustration,  it  is  shown  that  the  effects  of 
the  Connecticut  and  Tennessee  practices,  as  based  upon  property 
and  sales  respectively,  are  modified  somewhat  by  the  application 
of  the  Massachusetts  method  which  combines  property  and  sales 
with  the  payroll  ratio.  It  is  interesting  to  carry  the  assumption 
one  step  further  and  apply  the  same  ratio  in  determining  the 

TABLE  III 
Case  I :    Application  op  Varying  Formula 


State 

Connecticut . 
Tennessee. . . 


Gross 

Property         receipts  Allocation  factors 

$5,000,000    11.000,000    Property 

1,000,000      4,000,000    Gross  receipts 


$6,000,000    $5,000,000 


Approximate 
percentage 
of  taxable 
income 

83.33 
80.0 

163.33 


Case  II:    Application  op  Varying  Formulae 

Gross 

Statb  Property  PasrroII  receipts  Allocation  factors 

Connecticut $5,000,000    $3,000,000    $1,000,000    Property 62.5 

Massachusetts...       2.000,000      1,000,000      5,000,000    Property,  payroll  and 

gross  receipts 33 . 5 

Tennessee 1,000,000      1,000,000      3,000,000    Gross  receipts 33.5 

$8,000,000    $5,000,000    $9,000,000  129.5 


Case  III:  Uniform  Application  op  Connecticut  Formula 


Statu 

Connecticut 

Massachtisetts . 
Tennessee 


Property 


Payrdl 


Grose 
reoeipts 


Allocation  factors 

(Property 
Property 
Property 


62.5 
25.0 
12.5 


100.0 


Case  IV:    Uniform  Application  of  Tennessee  Formula 


Statb 

Connecticut .... 
Massachusetts . 
Tennessee 


Property 


Payroll 


Gross 
receipts 


Same  as  in  Case  II . 


Alloeation  factors 

Gross  receipts 

Gross  receipts 

Gross  receipts , 


11.11 
55.55 
33.33 


99.99 


Case  V:    Uniform  Application  of  Massachusetts  Formula 


Property 


Stats 

Connecticut ...  1 

Massachusetts .  [  Same  as  in  Case  II 

Tennessee J 


Payroll 


Gross 
reoeipts 


Allocation  factors 

Property,  pasrroll  and 
gross  receipts 


44.54 
33.52 
21.94 


100.00 
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proportion  of  income  taxable  in  each  of  the  three  states,  condi- 
tions remaining  the  same— Ca^es  III-V.  In  Case  III,  the  prop- 
erty ratio  IS  applied  by  the  three  states.  The  corporation  is  tax- 
able on  one  hundred  per  cent  of  its  income,  the  Connecticut  pro- 
portion amounting  to  approximately  sixty-two  per  cent.    In  Case 

I V,  when  the  gross  receipts  ratio  is  applied,  the  corporation  is 
again  taxable  on  approximately  one  hundred  per  cent,  but  the 
Connecticut  proportion  declines  to  eleven  per  cent  while  the  Mas- 
sachusetts proportion  is  increased  to  fifty-five  per  cent.     In  Case 

V,  the  Massachusetts  fraction  is  applied  uniformly  in  the  three 
states.  The  results  in  this  case  indicate  a  more  equitable  distribu- 
tion of  taxable  income  among  the  three  states,  even  though  the 
Connecticut  and  Tennessee  proportions  are  eighteen  per  cent  and 
eleven  per  cent  less,  respectively,  than  when  their  own  methods  are 
followed.  This  solution  will  repay  consideration  because  it  is  a 
crude  presentation  of  the  goal  that  is  to  be  achieved  through  the 
use  of  a  uniform  allocation  rule. 

Of  the  four  different  methods  in  use  among  those  states  which 
show  even  a  remote  tendency  toward  uniformity,  the  Massachu- 
setts and  North  Dakota  fractions  alone  appear  to  possess  charac- 
teristics that  would  be  suitable  for  widespread  adoption.  For 
that  reason,  the  emphasis  in  the  illustrations  shown  in  Table  IV 
is  centered  upon  these  two  methods,  although  from  this  inade- 
quate test  it  could  not  be  contended  that  one  is  superior  to  the 
other.  Nevertheless,  it  seems  that,  if  the  method  of  fractional 
apportionment  is  to  be  the  prevailing  mode,  either  fraction  would 
serve  the  purpose  adequately. 

The  set  of  cases  which  are  shown  in  Table  IV  illustrates  more 
clearly  the  results  that  would  follow  if  certain  fractions  were 
applied  uniformly.  Here  it  is  assumed  that  a  corporation  is 
engaged  in  business  in  four  states ;  about  half  of  its  products  are 
manufactured  in  Connecticut;  some  manufacturing  is  done  in 
the  other  states;  the  sales  are  distributed  among  the  states  as 
shown  in  the  gross  receipts  column.  The  proportion  of  income 
which  is  taxable  in  each  state,  according  to  the  different  alloca- 
tion fractions,  is  indicated  in  the  last  column.*  Obviously,  these 
proportions  will  vary  according  to  the  ratios  which  are  included 
in  the  fraction.  The  purpose  of  the  illustration  is  to  compare  the 
proportions  of  income  that  are  taxable  in  each  state  when  (1)  the 
allocation  fractions  of  the  four  states  are  applied  simultaneously 
to  the  income  of  the  corporation— Case  I,  and  (2)  when  each  sep- 
arate fraction  is  applied  uniformly  by  the  four  states— Cases 
II-VI. 


*  In  each  case  the  proportion  of  taxable  income  was  determined  by  settin<y 
up  the  ratios  of  property,  payroll,  purchases  and  gross  receipts  within  the 
state  to  the  total  of  such  items;  the  resulting  proportions  were  averaged 
arithmetically  and  translated  to  percentages.  The  allocation  fractions  of  the 
yarious  states  are  shown  more  clearly  in  the  Appendix  to  the  report. 


TABLE  rV 

Case  I :  Application  of  Varying  Formulae 


Stais 
Maasaohuaetis. 

Cooneotieut... 
North  Dakota. 
Yirtpxatk 


Property 
$2,000,000 

4.000.000 
2.000.000 
1.000.000 


Payroll 
$3,000,000 

1.000.000 
2.000.000 
1.000.000 


Purchases 
$1,000,000 

1,000,000 
1,000,000 
1,000.000 


Gross 
reoeipts 

$4,000,000 

2,000.000 
3,000.000 
3,000,000 


Peroentact 
of  taxable 
Allocation  factors  inoonM 

Property,  payroll  and 

gross  receipts 32 .804 

Property 44.444 

Property  and  business  24.206 
Property    and    gross 

receipts 18.055 


$9,000,000  $7,000,000  $4,000,000   $12,000,000 


119.509 


Case  II:    Uniform  Application  of  Connecticut  Formula 


Stin 

Massachusetts. 
Connecticut... 
North  Dakota. 
Virginia 


Property        Payroll       Purchases 


Gross 
receipts 


Same  as  in  Case  I. 


Allocation  factors 

Property 

Property , 

Property 

Property , 


22.1 
44.444 
22.222 
11.111 


99.999 


Case  III:    Uniform  Application  of  Tennessee  Formula 


Statb  Property 

Massachusetts.... 

Conneotieut 

North  Dakota.... 
Yvginia 


Payroll       Purchases 
'  Same  as  in  Case  I 


Gross 
receipts 


Allocation  fact(»» 

Gross  recdpts 

Gross  receipts 

Gross  receipts 

,  Gross  receipts 


33.333 
16.666 
25.0 
25.0 


99.999 


Case  IV:    Uniform  Application  of  Virginia  Formula 


Stati 

Massachusetts. 
Connecticut... 
North  Dakota. 
Virginia 


Property        Payroll       Purchases 


Same  as  in  Case  I. 


Gross 
receipts  Allocation  factors 

Property  and  gross  receipts  27.777 

Property  and  gross  receipts  30 .  555 

Propoty  and  gross  receipts  23 .  61 1 

,  Ptopoty  and  gross  receipts  18 .  055 


99.998 


Case  V:    Uniform  Application  of  Massachusetts  Formula 


BfUTB 

Massachusetts.. 
Conneotieut . . . . 
North  Dakota.. 
Virginia , 


Property        PftyroO       Purchase 


Same  as  in  Case  I. 


Gross 
reodpts      Allocation  factors 

Property,  payroll  and  gross  recdpts  32.8042 

Property,  payroll  and  gross  receipts  25 .  1322 

Property,  payroll  and  gross  receipts  25.2645 

,  Property,  payroll  and  gross  receipts  16.7989 


99.9998 


Case  VI :    Uniform  Application  of  North  Dakota  FoRMLTiA 

Gross 
Property         Payroll       Purchases       recdpts 


Stat* 

Massachusetts... 

Connecticut 

Nwth  Dakota... 
Virginia 


Same  as  in  Case  I. 


Allocation  facknv 

( Property  and  business .  27 .  976 15 

Propertyand  business.  31.546715 

Property  and  business .  24 .  206345 

Property  and  business  16.26984 


99.99905 
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In  Case  I,  it  is  shown  that  when  a  corporation,  operating  in  the 
four  states  under  the  assumed  conditions,  is  required  to  use  the 
allocation  fraction  in  each  state  it  will  be  subject  to  taxation  on 
approximately  119  per  cent  of  its  income.  Obviously,  when 
each  fraction  is  taken  separately  and  applied  uniformly  by  the 
four  states,  the  corporation  will  be  taxed  on  one  hundred 
per  cent  of  its  income.  However,  the  crux  of  the  matter  is 
the  proportions  that  will  be  taxable  by  each  state  when  different 
ratios  are  applied.  Using  Connecticut  as  an  example  of  this 
test,  it  is  shown  that  under  the  property  ratio — Case  II — 44.5 
per  cent  of  the  taxable  income  is  allocable  to  this  state;  on  the 
gross  receipts  basis— Case  III— Connecticut  may  tax  16.7  per 
cent  of  the  income;  a  combination  of  property  and  gross  receipts 
weighted  at  fifty  per  cent  each — Case  IV— shows  30.5  per  cent 
attributable  to  her;  with  property,  payroll  and  gross  receipts 
weighted  at  one-third  each— Case  V— as  in  the  Massachusetts 
formula,  approximately  twenty-five  per  cent  arises  from  sources 
within  the  state;  and  when  property  and  business  are  weighted 
equally,  as  in  North  Dakota— Case  VI— the  results  show  31.5 
per  cent  that  are  taxable  by  Connecticut.  The  same  pro- 
cedure may  be  followed  for  each  of  the  other  states.  An  interest- 
ing result  of  this  set  of  illustrations  is  that  the  relative  positions 
of  the  four  states  remain  unchanged  in  Cases  I  and  VI,  i.e.  when 
each  state  uses  its  particular  fraction  and  when  the  North  Dakota 
method  is  applied.  According  to  the  assumed  conditions  there  is 
an  absolute  tax  reduction  due  to  a  shrinkage  in  the  base  to  approx- 
imately one  hundred  per  cent  of  the  corporate  income,  but  the 
relative  positions  of  the  states  is  unchanged. 

Fairly  equitable  allocation  under  existing  standards  may  occur 
accidentally  or  through  the  exercise  of  much  administrative  dis- 
cretion, but  it  is  just  as  plausible,  and  even  more  probable,  that 
unequal  practices  produce  unfair  results. 

Methods  of  Achieving  Uniformity 

The  question  arises  naturally  at  this  stage  of  the  inquiry  as  to 
what  method  should  be  followed  in  achieving  uniformity  in  state 
practices.  However,  the  matter  is  so  much  involved  in  the  con- 
clusions of  the  investigation  that  it  seems  advisable  to  postpone 
consideration  until  the  final  chapter. 


PART  IV 
TOWARD  UNIFORMITY 


liil 


^ 


CHAPTER  IX 

PROPOSALS  FOR  THE  SOLUTION  OF  THE  PROBLEM 

The  proposals  which  have  been  made  for  the  solution  of  the 
allocation  problem  may  be  placed  in  two  categories,  both  of  which 
are  predicated  upon  the  adoption  of  a  uniform  rule.  Classifica- 
tion and  separate  treatment  are  essential  because  the  methods  of 
accomplishing  uniformity  are  so  radically  different.  Within  one 
category  are  included  the  plans  which  have  been  suggested  for 
voluntary  adoption,  presumably  by  means  of  interstate  agree- 
ments. Three  proposals  have  been  made  in  this  connection:  (a) 
the  proposal  by  a  committee  of  the  National  Tax  Association  for 
a  model  allocation  fraction;^  (b)  a  plan  for  apportionment  of 
income  according  to  expenses  incurred  in  each  state  ;^  and  (c)  the 
method  of  separate  accounting. 

The  other  type  is  based  upon  the  assumption  that  reciprocal 
and  voluntary  agreements  are  practically  unattainable  so  that 
any  real  reform  must  be  accomplished  by  means  of  a  functional 
reorganization  of  governmental  relationships,  with  the  federal 
government  assuming  the  initiative  in  the  development  of  a 
uniform  procedure.  Consideration  of  this  proposal  is  reserved 
for  the  next  chapter.  While  it  is  recognized  that  any  one  of  the 
three  proposals  considered  in  this  section  might  be  applicable 
under  either  method  of  voluntary  or  compulsory  uniformity,  they 
are  considered  under  the  former  because  they  were  not  originally 
proposed  as  p^rt  of  a  larger  plan  of  governmental  reorganization. 

Model  Allocation  Fraction 

The  essential  features  of  the  proposal  of  the  Committee  of  the 
National  Tax  Association  were  described  in  a  previous  section.' 
The  principles  upon  which  the  formula  is  based  may  be  summar- 
ized as  follows:  (a)  certain  elements  of  income  are  non-appor- 
tionable;  (b)  the  allocation  of  income  from  mercantile  and  manu- 
facturing activities  is  predicated  upon  the  two  factors  of  property 
and  business;  and  (c)  an  omnibus  provision  is  included  that 
allows  the  tax-paying  corporation  to  file  its  return  under  an 
alternative  method  in  case  the  original  formula  leads  to  inequita- 
ble results. 

In  the  report  of  the  Committee  on  the  Apportionment  between 
States  of  Taxes  on  Mercantile  and  Manufacturing  Business,  it 
was  pointed  out  that  both  property  and  business  should  be  used 


1  National  Tax  Association,  Proceedings  (1922),  P.  198  et  seq. 

2  "Elimination   of   Double   Taxation   of   Corporate   Net  Income." 
8  National  Tax  Magazine  329. 

8  See  P.  62  f . 
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as  allocation  criteria  because  manufacturing  and  selling  activities 
involve  two  chief  elements,  namely:  the  investment  of  capital  in 
tangible  property  and  the  turnover  of  goods,  materials  and  labor. 
Moreover,  the  inclusion  of  both  factors  is  in  accordance  with 
leading  legislative  tendencies. 

In  measuring  the  property  factor,  only  tangible  property — real 
and  personal —  should  be  included.  Several  reasons  were  offered 
in  support  of  the  exclusion  of  intangible  property:  ** first,  the 
practical  difficulty  of  assigning  a  geographical  situs  to  intangibles  ; 
second,  the  fact  that  there  is  a  marked  legislative  tendency  to 
eliminate  intangibles,  which  tendency  it  seems  necessary  to  take 
into  account;  third,  it  seems  possible  to  make  a  fair  apportion- 
ment without  consideration  of  intangibles.  .  .  .  Investments 
yielding  interest  and  dividends  should  be  left  out  of  the  formula 
in  any  event,  as  these  items  of  income  are  no  part  of  the  trading 
or  net  business  profit  to  which  the  formula  should  be  applied. 
Interest  and  dividends  can  and  should  be  allocated  specifically."* 

K^garding  the  business  factor  the  recommendation  was  made 
that  it  be  measured  by  the  amounts  paid  out  for  labor  and  mate- 
rial plus  the  receipts  from  the  sale  of  goods,  that  is,  the  measure 
would  include  both  income  and  outgo.  The  reasoning  of  the  Com- 
mittee is  that  two  turnovers  are  involved  in  the  production  of 
profit;  the  investment  of  the  working  capital  and  the  conversion 
of  such  investment  into  money  through  sales.  The  creation  of  net 
income  is  as  much  a  result  of  efficient  manufacturing  and  pur- 
chasing as  of  efficient  selling.  Regarding  the  item  of  expendi- 
tures, the  outlays  for  labor  and  materials  do  not  represent  the 
entire  outgo  of  manufacturing  or  selling  companies,  but  most  of 
the  expenditures  are  incurred  for  these  purposes. 

**With  regard  to  the  element  of  purchases,  it  seems  to  the  com- 
mittee necessary  to  introduce  this  element,  if  the  originating  end 
of  the  business  is  to  be  properly  reflected.  For  example,  consider 
the  city  milk  industry,  where  the  purchasing  and  collecting  are 
often  in  one  state  and  the  sale  and  delivery  in  another;  consider, 
also,  the  chain-store  business,  which  is  a  combination  of  whole- 
saling and  retailing.  It  is  obvious  that  the  entire  profit  should  not 
be  assigned  to  the  retail  branches,  as  this  profit  includes  the  whole- 
sale profit  as  well  as  the  retail  profit.  However,  very  little  profit 
will  be  assigned  to  the  head  office,  by  consideration  of  the  wage  and 
salary  element  alone.  The  wholesaling  profit  is  largely  due  to  the 
centralized  purchasing  and  may  well  be  measured  by  crediting 
the  head  office  with  business  activity  to  the  amount  of  the  pur- 
chases made  by  it."^ 

It  should  be  noted,  however,  that  a  later  committee  expressed 
certain  doubts  regarding  the  inclusion  of  the  purchases  item. 
'*The  bill  reported  by  that  committee  [1922]  contained  a  pro- 
vision that  the  allocation  fraction  could  be  supplanted  by  some 

*  Proceedings  (1922),  P.  205. 
5  Ibid.,  P.  207  f . 
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other  method  of  apportionment,  if  the  taxpayer  were  successful 
in  his  *  petition  for  determination  of  his  income  on  some  other 
basis.'  Very  good  reasons  were  assigned  for  restricting  this  relief 
provision  to  the  taxpayer;  if,  however,  it  had  been  granted  as 
well  to  the  state,  then  purchases  could  have  been  left  out  of  the 
fraction  except  in  the  cases  that  are  perhaps  exceptions  and  are 
similar  to  the  two  cases  cited  of  the  city  milk  industry  and  the 
chain  store.  In  such  cases,  the  tax  administrator  could  build  up 
a  fraction  including  purchases ;  but  for  the  vast  majority  of  busi- 
nesses, the  job  of  allocating  income  would  be  greatly  simplified  if 
the  item  of  purchases  were  eliminated  from  the  allocation 
fraction."® 

The  exclusion  of  purchases  as  a  criterion  of  business  activity, 
would  create  a  resemblance  to  the  Massachusetts  rule  in  that  both 
fractions  would  be  based  on  the  factors  of  property,  payroll  and 
sales.  However,  the  weighting  would  be  different.  According  to 
the  Massachusetts  method,  each  factor  is  weighted  equally,  that  is 
at  one-third;  while,  under  the  revised  method  of  the  Committee, 
property  and  business  are  weighted  at  fifty  per  cent  each,^  the 
business  factor  being  measured  by  payroll  and  sales.  The  differ- 
ences between  the  two  methods  are  not  great,  andTlt  would  be  but 
a  short  step  for  the  Committee  if  it  should  decide  to  throw  its 
full  support  to  the  Massachusetts  rule.  The  original  proposal  for 
a  model  fraction  was  intended  as  a  compromise  over  existing 
practices  that  would  expedite  the  movement  toward  uniformity. 
It  will  be  recalled  that  greater  emphasis  was  placed  by  the  Com- 
mittee on  the  achievement  of  uniformity  than  on  any  particular 
rule  for  uniform  adoption,  despite  its  recommendation  for  a  model 
fraction.  Furthermore,  there  are  at  present  four  states  which 
use  an  allocation  rule  bearing  close  resemblance  to  the  Massachu- 
setts method.  In  view  of  these  circumstances,  and  if  uniformity 
is  the  primary  objective,  it  would  seem  advisable  for  the  commit- 
tee of  the  National  Tax  Association  to  give  full  support  to  the 
Massachusetts  rule  as  a  model  for  uniform  adoption. 

Apportionment  According  to  Expenses 

Another  type  of  solution  for  uniform  adoption  involves  an  appor- 
tionment of  income  according  to  the  expenses  which  are  incurred 
in  each  state.®  The  proportion  of  taxable  income  in  each  state 
would  be  determined  by  the  ratio  of  expenses  incurred  in  the  state 
to  total  expenses,  in  which  would  be  included  a  translation  of  the 
capital  investment  into  equivalent  annual  charges  at  the  rate  of 

« Proceedings  (1929),  P.  158. 

7  Equal  weights  were  assigned  to  the  two  factors,  because:  (a)  it  is  a 
"fair  basis  of  compromise"  between  those  states  which  would  gain  most  by 
attaching  great  weight  to  property  and  those  states  which  would  prefer  the 
emphasis  l^ing  placed  on  sales;  (b)  in  considering  investment  yields,  "prop- 
erty alone  will  yield  five  to  six  per  cent;  property  plus  business,  ten  to  twelve 
per  cent;  therefore,  on  the  average,  each  factor  is  responsible  for  half  the 
income."    Proceedings  (1922),  P.  205. 

^  See  Note  2,  supra. 
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reduction  of  fixed  capital  investment  to  the  common  denominator 
of  equivalent  annual  charges  is  an  essential  part  of  the  X    it 

TclusivP^f'tw^'l^'i^  ""=*""'  ^^^  '''''  ^^^'  of  fixed  caTitat 
exclusive  of  that  which  is  covered  by  interest-bearing  debt. 

ihis  proposal  is  based  on  the  concept  that  affiliated  or  assooiatprl 

concerns  constitute  a  single  unit  and  should  not  be  seg?eg~iito 

shnw,*^>  «°'J^^P>-«flt«ble  concerns."    If  the  businel  af  a  w^o  e 

nrnfit  1  Z  ^"""l^-  ^*"  ^'^''-  ''o  ""^^  «>•  branch  which  shoVa 
profit  should  be  subject  to  a  tax.    On  the  other  hand,  if  the  busi* 

unft  1^  Mtf  '''■''^'  %  "r^'  "1""°^  *^«  ^'^''  '^'^  an'unprofitabTe 
7X1,  f  ,      f-  J°"«diction  should  be  taxed  on  a  pro-rata  share 
of  the  total  net  income  as  determined  by  the  ratio  which  the  annual 
of  ftTe^t  '""^  "•'P'-°fit«"e  unit  bears  to  the  totalTnnual  expeme 
of  the  enterprise     To  this  end,  a  consolidated  return  would  be 

r7Zf  T.e"  ^''"?"  °*  "«"^t«d  concerns.  In  case  of  any 
r^axation  of  this  requirement,  the  burden  of  proving  that  the 

uJonlbl  T ■'"'''  '^T^^  ^'  '''^^'^  ^^  ««P«»t«  ^»its  should  rfst 
upon  the  business  and  not  upon  the  government. 

,1,  }  ■  ?  ^'^  ^"^  adopted  by  all  of  the  states,  it  would  achieve 
the  desired  result  of  eliminating  the  taxation  ot  more  than  one 
hundred  per  cent  of  corporate  income.  There  are,  however TrtaTn 
objections  which  might  be  raised  concerning  (a)  the  fiTappIica 

W^lT'r^'  ^""^  ^^^  the  difficulty  ff  administratioT 
in  the  first  place  if  the  unit  rule  were  applied  fully  it  would 
mean  that  a  profitable  subsidiary  of  an  enterprise  which  opeTaS 
at  a  loss  would  not  be  subject  to  an  income  tax  in  the  state  in  wS 
It  operated.  Legally  the  state  has  the  power  to  tax  such  income 
and  It  IS  very  improbable  that  this  power  would  be  relinquished 
voluntarily.  On  the  other  hand,  the  adoption  of  this  meth^ 
involves  certain  compensatory  features  for  the  taxing  authority 
insofar  as  an  unprofitable  subsidiary  of  a  profitable  enterprise 
would  be  subject  to  taxation  on  its  pro-rata  share  of  the  net  income 
as  determined  by  expenses  incurred  within  a  particular  state 
However,  the  state  would  probably  contend  that  any  compensatory 
features  would  be  temporary  because  an  unprofitable  unit  would 

L  whTrr.nri'^l!'??  ^°'  ^°^  ^7^^  "^  *™^-  S««°"d,  the  states 
m  which  selling  subsidiaries  are  located,  might  object  to  the  plan 

because  m  the  case  of  some  commodities  a  relatively  small  pro- 
portion of  expenses  are  involved  in  the  sales  division  as  compared 
^'SJ;  th« .manufacturing  division  of  the  enterprise.  '"'"'P^'^^'i 

I  he  difficulties  in  administering  such  a  method  of  allocation 
appear  to  be  rather  formidable.  First,  as  compared  with  h^ 
simpler,  but  more  arbitrary,  method  of  fractional  apportionment 
the  accounting  procedure  is  very  complex.  Second,  the  transi- 
tion of  capital  investment  into  equivalent  annual  expenses  raises 
the  whole  question  of  evaluation  of  property  for  taxing  purpc  ses 
which  bristles  with  legal  technicalities,  e.  g.,  should  properW  S 
evaluated  on  the  basis  of  original  c^st,  Reproduction  cosH  S 

»  For  discussion  of  the  rule  of  unity,  see  P.  20  flF. 
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prudent  investment?  Finally,  the  advocate  of  separate  account- 
ing might  suggest  that  if  a  detailed  allocation  is  made  of  expenses, 
why  not  do  the  same  for  revenues  and  thereby  eliminate  the  con- 
troversial allocation  of  taxable  income  to  a  state  in  which  no  net 
income  is  earned. 

Separate  Accounting 

The  case  for  separate  accounting  has  been  stated  in  a  previous 
section.^**  The  basic  concept  underlying  this  method  is  the  treat- 
ment of  a  branch  as  a  separate  accounting  unit.^^  It  is  recognized 
that  separate  accounting  consists  not  of  a  single  method  but  of 
many  different  methods  which  will  vary  according  to  conditions 
within  an  enterprise.  The  suggestions  for  the  use  of  separate 
accounting,  therefore,  have  been  based  on  the  assumption  that 
a  standard  accounting  procedure  would  be  followed  and  few 
specific  recommendations  have  been  made  for  interstate  adoption. 

In  recommending  the  adoption  of  separate  accounting  as  the 
principal  method  of  allocation,  the  emphasis  has  been  placed  upon 
the  international  situation.  Furthermore,  there  are  several  coun- 
tries in  which  this  method  is  already  well  developed.  According 
to  the  investigation  which  is  being  conducted  by  Mr.  Mitchell  B. 
Carroll  for  the  Fiscal  Committee  of  the  League  of  Nations,  *Hhe 
normal  procedure  in  Germany,  Great  Britain  and  the  United  States 
is  to  tax  a  branch  of  a  foreign  enterprise  on  the  basis  of  its  own 
accounts,  provided  they  are  satisfactory  or  can  be  properly 
adjusted.  "^2  tj^^^  investigation  is  world-wide  in  character  and 
was  undertaken  for  the  purpose  of  formulating  principles  and 
methods  which  would  serve  as  the  basis  of  a  multilateral  treaty  for 
the  elimination  of  double  taxation  of  this  type.*' 

In  1931,  a  committee  of  the  American  Institute  of  Accountants 
submitted  a  preliminary  report  on  the  elimination  of  international 
double  taxation.**  The  report  was  confined  to  a  statement  of  the 
principles  which  underlie  some  of  the  simpler  problems  of  alloca- 
tion rather  than  any  formulation  of  accounting  methodology  for 
the  complex  cases.  It  was  the  opinion  of  this  committee  that  each 
separate  establishment  or  branch  should  be  considered  as  a  separate 
business  enterprise.  After  all,  a  taxpayer  may  convert,  by  legal 
means,  any  branch  establishment  into  a  separate  business  enter- 
prise and  he  may  find  it  advantageous  to  do  so  if  the  application 
of  tax  regulations  affecting  branches  becomes  too  onerous. 

10  p.  33  if. 

11  A  subsidiary,  of  course,  may  be  treated  as  a  branch  or  as  a  separate 
concern  for  taxation  purposes.  For  a  discussion  of  the  relationship  between 
the  rule  of  unity  and  separate  entity  doctrine,  see  P.  20  ff. 

12  Taxation  of  Foreign  and  National  Enterprises,  League  of  Nations  (1932), 

P.  21. 

13  For  statements  of  the  nature  of  the  investigation,  see  the  Preface  to 
Taasation  of  Foreign  and  National  Enterprises,  League  of  Nations  (1932); 
also.  National  Tax  Association,  Proceedings  (1931),  P.  334. 

1*  "Report  of  Special  Committee  on  International  Double  Taxation,"  Bulletin 
of  American  Institute  of  Accountants,  Series  B,  No.  86,  P.  5  flf.  (Jime  15, 
1931). 
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In  the  formulation  of  basic  principles,  three  cases  were  con- 
sidered by  the  Committee : 

(a)  When  a  concern  is  engaged  in  the  purchase  of  goods  in  one 
country  and  the  consequent  sale  of  such  goods  in  another  country, 
it  may  happen  that  a  considerable  portion  of  the  profit  results 
from  the  purchase  and  assembly  of  the  goods.  Under  such  cir- 
cumstances, the  allocation  of  all  profit  to  the  country  of  sale  might 
involve  an  unfair  assignment  and  division  of  the  profits  for  tax- 
ation purposes.  This  difficulty  might  be  eliminated  by  the  addition 
to  the  purchase  price  of  a  reasonable  buyers  commission  and/or 
a  reasonable  service  charge  for  grading,  assembling,  etc.  '*In  many 
cases,  there  will  be  within  the  country  of  purchase,  open  market 
prices  applicable  to  goods  properly  assembled  and  graded,  which 
prices  would  serve  as  a  fair  measure  of  income  attributable  to  that 
country  .  .  .  However,  where  goods  are  simply  purchased  in 
the  open  market,  it  is  fair  to  hold  that  no  profit  arises  from  the 
mere  acts  of  purchase.  The  country  of  purchase,  because  of  the 
economic  benefits  derived  by  that  country  from  the  act  of  pur- 
chase, could  thus  well  forego  a  tax  even  though  a  profit  might  be 
attributable  to  the  act  of  purchase.''" 

(b)  When  a  concern  is  engaged  in  the  manufacture  of  goods, 
either  partially  or  wholly,  in  one  country  and  their  partial  manu- 
facture and  sale,  or  assembly  and  sale  in  another  country,  the 
test  of  allocating  the  income  in  the  majority  of  such  cases  is  the 
**  reasonableness  of  a  charge  made  to  the  selling  unit  by  the  manu- 
facturing unit,  and  it  seems  clear  that  the  preferable  way  to  record 
such  transactions  is  to  keep  separate  sets  of  books  in  each 
country. ' ' 

(c)  When  income  is  derived  from  services  rendered,  the  prin- 
ciple seems  well  established  that  such  income  has  its  source  where 
the  service  is  rendered.  '*This  class  of  cases,  however,  is  subject 
to  many  variations  and  the  determination  of  the  amount  of  income 
derived  from  service  in  any  particular  jurisdiction  is  not  always 
easy  of  solution.  There  is  the  question  of  services  being  rendered 
in  one  country  but  a  portion  of  the  benefit  derived  accruing  to 
interests  located  in  another  country  and  thus  calling  for  the  allo- 
cation of  a  reasonable  share  of  the  compensation  to  each  of  the 
two  jurisdictions.''^** 

To  what  extent  would  the  method  of  separate  accounting  be 
applicable  to  the  interstate  problem?  There  are  many  who  feel 
that  the  interstate  and  international  problems  are  so  different  as 
to  warrant  or  necessitate  an  entirely  different  treatment.  For 
instance,  in  1931,  a  committee  of  the  National  Tax  Association 
stated  that  **the  problems  of  income  reporting  and  allocation 
[interstate  and  international] ,  while  often  similar,  cannot  be  said 
to  be  identical  or  to  rest  on  identical  principles."  The  following 
factors  were  offered  in  support  of  this  statement : 

15  Bulletin  of  American  Institute  of  Accountants,  loc.  oit. 

16  Idem.  P.  7. 
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1.  Difference  in  language  in  international  business  necessitating  generally 
differences  in  the  financial  records  of  the  foreign  divisions  of  a  business. 

2.  Differences  in  methods  of  conducting  foreign  businesses  and  interstate 

1)11&1I16SS 

3.  The  different  theories  of  profit  realization  upon  which  foreign  branches 
and  domestic  branches  are  likely  to  be  based. 

4.  Tariff  laws,  which  may  affect  international  but  not  interstate  income 
taxation. 

5.  Differences  in  the  competitive  objectives  and  motives  in  domestic  and 
foreign  businesses  involving  in  the  case  of  international  businesses  frequently 
such  real  but  intangible  elements  as  race  or  historical  prejudices. 

6.  Differences  in  constitutional  limitations  on  the  power  to  tax.i7 

At  the  same  meeting  of  the  Tax  Association,  however,  Mr.  M.  B. 
Carroll  stated  that  ''the  Committee  [sub-committee  of  the  Fiscal 
Committee]  contemplates  using  as  a  basic  method  for  both  inter- 
national and  interstate  business  that  of  separate  accounting,  pro- 
vided the  books  reveal  the  true  income.  This  method  should  take 
care  of  most  international  cases  and  also  many  interstate  cases, 
especially  where  the  corporation  is  operating  in  non-contiguous 
states,  or,  although  operating  in  contiguous  states,  finds  it  advisable 
to  segregate  the  profits  of  each  jurisdiction.'"^ 

Regardless  of  whether  or  not  the  international  and  interstate 
problems  are  identical,  the  investigations  of  methods  of  income 
allocation  under  national  tax  systems  should  shed  much  light  on 
the  question  of  interstate  allocation.  From  a  theoretical  stand- 
point the  problems  are  identical,  although  obstacles  such  as  were 
outlined  by  the  Committee  of  the  National  Tax  Association^®  may 
necessitate  the  application  of  different  methods  of  treatment.  The 
relative  merits  of  separate  accounting  and  fractional  apportion- 
ment were  discussed  in  another  section-''  and  further  elaboration 
at  this  point  would  be  repetitious.  However,  the  fact  that  separate 
accounting  is  adaptable  to  concerns  which  engage  in  international 
trade  does  not  constitute  a  sufficient  reason  for  scrapping  fractional 
apportionment  within  the  American  states. 

The  solution  of  the  domestic  allocation  problem  is  dependent 
upon  the  adoption  of  a  uniform  rule.  Any  one  of  the  three  pro- 
posals considered  in  this  chapter  might  be  used  as  a  point  of 
departure  from  present  methods.  However,  the  general  adoption 
at  present  of  either  the  method  of  separate  accounting  or  that  of 
apportionment  according  to  expenses  seems  to  be  highly  improb- 
able. Apparently  the  states  prefer  the  method  of  fractional  appor- 
tionment, tin  many  cases,  it  would  be  burdensome  and  expensive 
for  companies  to  keep  separate  accounts  in  the  various  states. 
Moreover,  separate  accounting  is  unnecessary  if  approximately  the 
same  results  can  be  obtained  by  using  the  method  of  fractional 
apportionment.  If  a  uniform  rule  were  to  be  selected,  the  choice 
would  probably  lie  between  the  Massachusetts  plan  and  the  plan 
of  the  Committee  of  the  National  Tax  Association. 


17  "Report   of    Committee   on   Uniformity    and    Reciprocity    in    State    Tax 
Legislation,"  National  Tax  Association,  Proceedings   (1931),  P.  302. 
^^Proceedings  (1931),  P.  339. 

19  Ibid.,  P.  339. 

20  Chapter  2. 
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CHAPTER  X 

METHODS  OF  ACCOMPLISHING  UNIFORMITY 

In  this  chapter,  the  emphasis  is  shifted  from  the  allocation  prob- 
lem as  such  to  the  larger  question  of  the  methods  of  accomplish- 
ing uniformity  in  allocation.  Should  the  adoption  of  a  uniform 
rule  be  left  to  the  voluntary  action  of  the  states  through  the  rati- 
fication of  interstate  agreements,  or  should  the  federal  government, 
either  directly  or  indirectly,  compel  the  states  to  adopt  a  uniform 
method?  Space  limitations  preclude  all  but  a  brief  statement  of 
the  types  of  compulsion  and  coordinated  activity  between  govern- 
mental agencies.  Nevertheless,  it  may  suffice  to  clarify  the  issues 
involved  m  the  .resort  to  voluntary  or  compulsory  uniformity. 

^  Furthermore,  it  may  show  that  the  allocation  problem  cannot  be 
solved  m  isolation  from  other  tax  problems.     The  whole  matter 

^^pns  upon  the  question  of  a  greater  or  less  degree  of  centraliza- 
/tion,  that  is,   centrifugal  versus  centripetal  tendencies.     If  the 

/  federal  government  should  take  over  the  administration  of  the 
corporation  income  tax,  this  would  have  a  direct  bearing  upon  the 
problem  of  fractional  apportionment  as  a  device  for  distribution 
of  the  proceeds.  It  is  from  this  point  of  view  that  the  final  sug- 
gestions are  made. 

Voluntary  Uniformity  Inadequate 

The  opinion  seems  to  prevail  widely  that  the  difficulties  encoun- 
tered in  the  application  of  non-uniform  methods  of  fractional 
apportionment  could  be  eliminated  through  the  formulation  and 
ratification  of  interstate  agreements  for  the  use  of  a  uniform  rule. 
Such  agreements,  however,  would  not  solve  one  of  the  chief  prob- 
lems involved  in  the  corporation  income  tax,  viz.,  the  problem  of 
taxing  that  portion  of  corporate  income  arising  exclusively,  or 
almost  entirely,  from  interstate  commerce.^  Professor  Seligman 
has  said:  ''when  even  the  economic  apportionment  to  each  state 
of  its  proper  share  of  revenue  from  such  complex  sources  is  so 
difficult  a  matter  to  accomplish,  the  problem  of  fiscal  adjustment 

•  j.Tlie  states  might,  and  in  many  instances  do,  tax  interestate  commerce 
indirectly  by  using  it  in  the  allocation  fraction,  or  though  the  failure  to  dis- 
tinguish properly  between  intrastate  and  interstate  commerce. 

Professor  Thomas  Reed  Powell  has  stated:  "The  states  can  tax  property 
employed  in  interstate  commerce  and  assess  it  at  a  capitalization  of  what 
It  earns  m  that  commerce.  The  states  can  tax  gross  receipts  from  inter- 
state commerce  if  they  forego  taxing  the  property.  They  can  tax  net  income 
from  interstate  commerce."  "Business  Taxes  and  the  Federal  Constitution," 
National  Tax  Association,  Proceedings  (1925),  P.  165.  As  a  result  of  this 
condition,  according  to  Professor  Powell,  it  would  seem  advisable  for  the 
states  to  levy  a  straight  tax  on  inome  from  all  business  carried  on  within 
a  State. 
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of  interstate  difficulties  by  purely  state  administrative  methods 
may  be  declared  to  be  well-nigh  insoluble.*'* 

The  attempt  to  achieve  uniformity  by  voluntary  interstate  agree- 
ments would  delay  settlement  of  the  allocation  problem  for  many 
years.  It  has  been  shown  that  twelve  different  methods  of  frac- 
tional apportronment  are  followed  by  the  twenty-one  states  that 
tax  corporate  income.  The  scrapping  of  eleven  of  these  methods 
would  be  accomplished  very  slowly.  It  seems  doubtful  that  very 
many  states  would  voluntarily  abandon  existing  practices  and  join 
a  movement  for  the  general  adoption  of  a  uniform  method  of 
allocation.  Even  if  a  uniform  rule  were  finally  secured  in  this 
manner,  the  problem  of  interstate  commerce  would  still  remain 
unsolved,  as  noted  previously.  Finally,  some  sort  of  pressure 
would  have  to  be  exerted  for  the  adoption  of  the  desired  rule 
of  allocation  in  case  any  of  the  twenty-seven,  non-income-taxing 
states  changed  their  laws  and  levied  a  tax  on  corporate  income. 
It  would  seem  that  a  spur  to  cooperative  action  in  adopting 
measures  of  uniformity  could  only  be  applied  effectively  by  a 
central  authority. 

Nature  of  Problem  Necessitates  Compulsory  Action 

Non-uniform  practices  prevail  in  the  allocation  of  corporate 
income  because  of  the  partial  perpetuation  of  the  doctrine  of 
state  autonomy.  Relatively  little  pressure  has  been  exerted  upon 
the  states  to  adopt  uniform  methods  of  taxation.  The  absence 
of  such  pressure  accounts  for  the  chaotic  situation  which  was 
described  in  previous  sections.*  So  long  as  the  bulk  of  business 
activity  was  intrastate  in  character,  the  exaltation  of  states  rights 
was  inocuous.  Under  modern  conditions,  however,  when  so  much 
business  is  of  an  interstate,  and  even  international,  character,  the 
preservation  of  such  a  doctrine,  even  in  part,  may  lead  to  serious 
inequities.*  At  present,  there  are  all  of  the  factors  which  go  to 
make  up  an  obnoxious  method  of  taxation :  non-uniformity,  com- 
petitive  allocation   or   tax   grabbing,    and    objectionable    double 

taxation.  i    jj   -,  • 

The  doctrine  of  state  autonomy  is  so  deeply  embedded  in  th« 
political  structure  that  a  redefinition  and  reassignment  of  federal 
and  state  functions  is  necessary.  Clearly,  the  solution  to  this 
aspect  of  the  problem  is  of  a  political,  rather  than  of  an  economic, 
nature.    The  political  structure  needs  to  be  brought  into  harmony 

2  Seligman,  Essays  in  Taxation  (10th  ed.)  P.  388. 

8  See  chapters  IV,  VI.  ^,.  ^     v.  v 

4  See  chapter  seven.  Within  recent  years,  the  courts  have  shown  some 
disposition  to  place  limitations  upon  state  taxing  powers  which  may  ultimately 
lead  to  uniformity  in  taxation  policies  aflfectmg  interstate  commerce,  e.g., 
Frick  V  Pennsylvania,  268  U.  S.  473  (1925);  Rhode  IsUnd  Hospital  Trust 
Gomvwnv  v.  Doughton,  270  U.  S.  69  (1926)  ;  Farmers  Loan  and  Trust  Com- 
pany y.  Minnesota,  280  U.  S.  204  (1930)  ;  Baldwin  y.  Missouri,  281  U.  S.  686 
(1930)-  Beidler  v.  South  Carolina  Tax  Commtssum,  282  U.  S.  1  (1930); 
First  National  Bank  of  Boston  v.  Maine,  284  U.  S.  312   (1932). 
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with  economic  conditions.  Many  of  the  existing  forms  of  govern- 
mental organization,  as  well  as  the  functions  of  certain  govern- 
mental agencies,  were  designed  for  a  different  economic  age  and 
a  different  economic  system.  For  many  years,  industrial  integra- 
tion has  moved  by  leaps  and  bounds  while  governmental  inte- 
gration has  remained  practically  static.  It  is  simply  another 
instance  of  the  lacunae  in  the  law  and  of  the  time  lag  between 
economic  and  political  changes.  According  to  Professor  Leland: 
'*the  problems  of  today  call  for  a  very  different  type  of  govern- 
ment than  we  now  have.  The  needs  of  economic  classes,  of  terri- 
tories specializing  in  manufacturing,  commerce  and  agriculture 
cannot  be  met  by  our  federal  geographical  form  of  government. 
It  is  time  that  the  utility  of  its  structure  be  examined  and  that 
it  be  adapted  to  current  conditions.''  ^  Jf  the  governmental  struc- 
ture were  changed  to  meet  modem  requirements,  the  problem  of 
income  apportionment  would  be  considered  as  a  national  problem. 
The  way  would  then  be  paved  for  the  federal  government  to 
assume  the  initiative  in  promoting  uniformity,  eliminating  com- 
petitive allocation,  double  taxation  and  the  evils  of  multiple 
administration. 

Types  of  Compulsion 

The  question  of  compelling  uniformity  may  be  approached  from 
four  different  angles,  each  of  which  involves  a  progressive  step 
toward  centralization. 

In  the  first  place,  Congress  might  pass  a  law  prohibiting  double 
taxation,  such  as  arises  out  of  the  application  of  varying  alloca- 
tion formulae  to  the  same  corporation,  or  to  related  corpora- 
tions, operating  in  several  states.^  The  Supreme  Court  would 
probably  uphold  the  constitutionality  of  such  legislation.  This 
method  possesses  merit  and  would  perhaps  prove  more  accept- 
able to  the  states  than  any  of  the  other  plans  of  compulsion, 
which  are  described  below.  Nevertheless,  it  would  not  eliminate 
the  problem  of  interstate  commerce,^  nor  that  of  dual  or  multiple 
administration. 

Second,  the  crediting  device,  which  is  used  in  connection  with 
the  federal  estate  tax,  might  be  extended  to  the  corporate  income 
tax ;  this  is  an  indirect  form  of  compulsion.  The  proposal  for  the 
application  of  this  device  to  the  corporate  income  tax  is  not 
pointed  directly  at  the  allocation  problem,  but  it  might  be  used 
as  an  instrument  in  obtaining  uniformity  by  providing  that  state 
income  taxes  could  be  credited  against  the  federal  tax  only  in 
\  case  of  the  adoption  of  the  prescribed  rule  of  allocation. 

«S.    E.    Leland,    "The    Relations    of    Federal,    State    and    Local    Finance," 
National  Tax  Association,  Proceedings  (1930),  P.  100. 
6  This  method  was  suggested  at  P.  99. 
7P,  116, 
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The  use  of  the  crediting  principle  has  been  so  successful  in 
stimulating  uniformity  in  inheritance  taxation,®  that  its  extension 
to  the  field  of  corporate  taxation  has  been  strongly  recommended. 
This  proposal  was  made  by  Mr.  Mark  Graves,  of  the  New  York 
State  Tax  Commission.  Senator  Edmonds  of  Pennsylvania,  Presi- 
dent of  the  i^ational  Tax  Association,  has  also  advocated  the 
crediting  of  state  taxes  against  those  of  the  federal  government. 
The  legislature  of  the  State  of  North  Carolina,  on  January  19, 
1931,  passed  a  joint  resolution  requesting  the  appointment  of  a 
committee  to  memorialize  Congress  that : 

"whenever  any  state  of  the  Union  levies  a  tax  for  revenue  on  any  com- 
modity or  article  upon  which  the  United  States  government  levies  a  like  or 
similar  tax  the  United  States  government  will  remit  to  the  person,  firm  or 
corporation  paying  said  tax  an  amount  equal  to  the  tax  levied  by  the  state 
for  said  purpose  upon  said  commodity  or  article,  provided  the  state  ta» 
does   not   exceed   twenty   per   cent   of   the   tax   levied   by   the   United   States 


government. 


Mr.  Enslow,  who  is  making  an  investigation  of  this  problem 
for  the  New  York  State  Tax  Commission,  has  stated  that: 

"it  can  readily  be  seen  that,  far  from  being  an  interference  with  the 
sovereignty  of  the  states,  the  credit  provision  is  a  guarantee  of,  and  an 
assistance  to,  that  sovereignty,  since  it  would  allow  a  state  to  have  an 
effective  income  tax.  .  .  .  Some  of  the  agricultural  states  would  derive 
very  little  revenue  from  such  a  tax  so  that  the  amount  they  would  receive 
from  an  income  tax  credit  might  not  be  a  great  inducement  to  them  to  enact 
such  legislation.  There  is  this  to  be  considered,  however,  that  if  they  would 
not  gain  much  from  a  credit,  neither  would  they  lose  much  from  failing  to 
take  advantage  of  such  an  arrangement."  9 

Commissioner  Merrill  of  the  New  York  State  Tax  Commission 
has  proposed  that  the  federal  rate  on  corporate  net  income  be 
increased  to  seventeen  per  cent  against  which  the  taxpayer  would 
be  allowed  a  credit  not  exceeding  five  per  cent  of  the  net  income 
for  income  taxes  paid  to  any  state.  In  the  absence  of  such  a 
<iss:S^Jffy^  any  state,  the  full  seventeen  per  cent  would  be  paid  to 
the  federal  government,  so  that  there  would  be  a  stimulus  for 
all  states  to  adopt  an  income  tax  at  a  rate  which  would  be  high 
enough  to  absorb  the  federal  credit. 

Certain  advantages  of  the  crediting  device  were  recognized  by 
Professor  Haig  in  a  recent  address  before  the  National  Tax  Asso- 
ciation: *Hhe  extension  of  the  crediting  device  may  be  expected 
to  reduce  tax  competition,  lessen  evasion  and  encourage  uniform- 
ity. Moreover,  its  legal  foundation  is  apparently  settled.  [Florida 
V.  Mellon,  273  U.  S.  12  (1927).]     Its  introduction  would  involve 


8  Most  of  the  states  have  adjusted  the  rates  of  inheritance  taxation  so 
as  to  absorb  the  full  federal  credit  of  eighty  per  cent.  Furthermore,  the 
Supreme  Court  has  made  a  substantial  contribution  to  the  solution  of  the 
problem  in  a  series  of  significant  decisions.     See  P.  98;  also,  Note  3,  supra. 

9  H.  R.  Enslow,  "Shall  State  Income  Taxes  be  Credited  Against  the  Federal 
Tax?"    (1932)    S  The  Tax  Magazine  85. 
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less  disturbance  and  friction  than  either  separation  of  sources 
^r  integration/ '^° 

The  advantages  of  the  crediting  principle,  however,  are  nullified 
by  its  defects.  According  to  Professor  Haig,  there  are  a  great 
number  of  difficult  questions  and  problems  which  would  arise 
in  the  extension  of  this  principle  to  the  corporate  income  tax", 
almost  none  of  which  arose  in  the  case  of  the  estate  tax  credit. 
**Even  if  all  the  technical  questions  can  be  answered,  however, 
the  crediting  device  offers  at  best  only  the  possibility  of  a  partial 
solution.  Thejwastes  of  dual- administration  are  not  eliminated 
or  even  reduced.  Neither  does  it  provide  a  cure  for  the  problem 
of  interstate  commerce,  the  problem  of  localizing  the  tax  base, 
;0r  the  problem  of  uneconomical  administrative  districting. "  ^^ 
(  Third,  it  has  been  proposed  that  the  federal  government  tax 
all  interstate  commerce^^  and  distribute  the  proceeds  back  to  the 
state."  This  would  eliminate  the  evils  of  competitive  allocation 
and  would  solve  the  problem  of  interstate  commerce,  as  stated 
previously.^*^  However,  it  would  not  abolish  dual  and  multiple 
administration. 

In  view  of  the  shortcomings  of  the  three  preceding  proposals, 
the  only  hope  of  a  complete  solution  seems  to  Ue  in  the  integration 
of  federal  and  state  tax  systems.  Furthermore  it  is  but  a  short 
step  from  federal  taxation  of  all  interstate  commerce  to  the  policy 
of  fiscal  integration.  It  would  seem  advisable  to  strive  for  some 
degree  of  integration  in  a  direct  manner,  rather  than  to  use  a 
device  which  would  yield  similar  results,  but  in  an  indirect  and 
awkward  fashion.  At  present,  there  seems  to  be  a  pronounced 
trend  in  the  direction  of  fiscal  integration,  although  it  will  prob- 
ably be  unattainable  for  many  years.  Nevertheless,  certain  impli- 
cations of  the  policy  should  be  considered. 

In  the  first  place,  the  program  of  integration  involves  **the 
assignment  to  the  federal  government  of  all  those  types  of  taxes 
in  the  administration  of  which  it  possesses  a  substantial  advantage 
as  compared  with  the  states,  with  provision  for  such  a  division 
of  the  yield  with  the  states  as  is  appropriate  to  the  functions 
assigned  to  them  on  the  basis  of  the  principle  of  efficiency.''^® 
In  approaching  this  problem  it  is  necessary  to  decide  whether 
the  federal  government  is  to  assume  new  functions  and  conse- 

10  R.  M.  Haig,  "The  Coordination  of  the  Federal  and  State  Tax  Systems," 
Reprinted  in  the  Bulletin  of  National  Tax  Association  (December,  1932). 
P.  72. 

11 A  detailed  list  of  questions  are  enumerated  in  the  address.  See  Note 
10,  supra. 

12  Haig,  ibid. 

13  Simeon  E.  Leland,  "The  Relations  of  Federal,  State  and  Local  Finance," 
National  Tax  Association,  Proceedings  (1930),  Pp.  104,  106;  J.  W.  Huston, 
"Allocation  of  Corporate  Net  Income  for  Purposes  of  Taxation,"  7  Illinois 
Law  Review  750  (1932).  See  also  Edwin  R.  A.  Seligman,  Essays  in  Taxa- 
tion (10th  edition).  Pp.  380-382;  H.  C.  Adams,  The  Science  of  Finance, 
(Henry  Holt  and  Company,  New  York,  1898),  P.  495  f. 

"See  P.  121. 

15  P.  116. 

16  Haig,  loc.  cit. 
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quently  new  obligations,  or  whether  it  will  serve  merely  as  the 
agent  of  the  states  in  the  administration  of  the  taxes.     If  the 
change  involves  the  assumption  of  new  functions,  there  would  be 
a  transfer  of  substantial  amounts  of  revenue  from  the  states  to 
the  federal  government,  which  in  turn  would  apportion  the  revenue 
among  the  states  for  specified  purposes,  such  as  schools  and  high- 
ways, according  to  the  standards  of  actual  needs  and  the  economic 
position  of  various  states.    The  method  of  apportioning  the  yield 
constitutes  the  ''heart  of  the  problem*'  of  integration  and  could 
.be  worked  out  only  after  extensive  research  and  experimentation, 
f     In  view  of  the  radical  changes  involved  in  the  adoption  of  a 
'  system  of  fiscal  integration,  a  more  practicable  plan  seems  to  be 
the  resort  to  opportunistic  tactics  for  the  achievement  of  such  i 
a  system.    This  has  been  accomplished  in  the  field  of  inheritance  j 
taxation.    The  next  step  is  to  centralize  the  administration  of  the 
income  tax,  although  along  a  different  line  from  that  which  was 
followed  with  the  death  taxes.     Jnasmuch  as  there  would  be  no 
assumption  of  new  activities,  the  federal  government  would  act 
merely  as  the  agent  of  the  states.     The  federal  tax  on  corporate 
income  would  be  levied  in  lieu  of  state  taxes  of  this  type,  the  pro- 
ceeds being  distributed  among  the  states  according  to  the  source 
of  income.^^  But  what  criteria  should  be  used  in  determining  the 
source  of  corporate  income?    This  is  the  perennial  question.    The 
allocation  problem  that  confronts  the  states  at  present  would  be 
simply  transferred  to  the  federal  government.     However,  under 
federal  administration  it  would  involve  an  allocation  of  the  pro- 
ceeds of  the  corporation  income  tax  rather  than  the  allocation  of 
net  income  among  the  states  for  taxation  purposes.    Such  a  trans- 
ference of  administration  is  highly  desirable  because  it  would 
automatically  eliminate  the  problem  of  non-uniformity  and  objec- 
tionable double  taxation  by  overlapping  jurisdictions.     It  would 
abolish  the  evils  of  dual  administration,  as  well  as  remove  the  diffi- 
culties of  distinguishing  between  intrastate  and  interstate  com- 
merce.   In  selecting  criteria  for  determining  the  source  of  income, 
the  Massachusetts  rule  or  the  plan  of  the  National  Tax  Association 
might  fit  in  adequately  with  the  system  of  integration. 

If  such  a  reorganization  were  effected,  many  of  the  problems 
which  seem  important  now  would  become  irrelevant  and  insignifi- 
cant. Many  new  and  bafihng  questions  would  arise,  to  be  sure, 
but  a  modern  technique  could  be  applied  in  meeting  the  new 
conditions.  There  is  every  reason  for  adopting  a  plan  which  will 
eradicate  the  defects  of  an  out-worn  system,  even  though  new 
problems  are  created  in  the  process  of  change. 

17  Edwin  R.  A.  Seligman,  Essays  in  Taxation  (lOth  edition),  P.  387;  R.  M. 
Haig,  "The  Coordination  of  the  Federal  and  State  Tax  Systems,"  Bulletin 
of  the  National  Tax  Association,  December,  1932,  P.  73;  S.  E.  Leland,  "The 
Relations  of  Federal,  State  and  Local  Finance,"  National  Tax  Association, 
Proceedings   (1930),  P.  104. 

Professor  Seligman,  in  making  this  recommendation,  cites  several  illustra- 
tions  to  show  that  it  is  by  no  means  so  new  or  revolutionary  a  suggestion 
as  it  may  appear."  Op.  cit.,  P.  387.  He  also  cites  striking  examples  of 
division  of  tax  yields  in  Germany.    Op.  cit.,  P.  665. 
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STATE  PRACTICES  IN  ALLOCATING  INCOME  OF  MERCANTILE  AND  MANUFACTURING  CORPORATIONS  FOR  INCOME  TAX  PURPOSES  AS  OF  JANUARY  1,  1933 «« 


Si4n 


AriouMi. 


CdBfoniia. 


CcMUMotieut.. 


Qeonb. 


Idaho. 


Maasachuaetta. 


Miniaappi. . . 


Mjaaouri. 


Mootana. 


New  York. 


Norfb  CaroSna. 


North  Dakota. 


(^lahoma**. . . 


Orc(oo. 


Soath  Cardiiia. 


Date 

ol 
adop- 
tion 

of 

is- 
eoniB 

tax 


1929 


1929 


191S 


1929* 


1931 


1919 


1924 


1917 


1917 


1917 


1921U 


1919 


Legal  dtatioD 


Aet  118  of  1929.  See. 
15,  RegulatioDS  7, 
Art  362.  364. 


StaU.  1929.  Chap.  13, 
¥ona  105  for  Fran- 
ehiae  Tax  Retuma. 


0.    8^  Revision   of 

1930,  Chap.     74, 

Sees.  1326.     1327. 
1331. 


Law,  Extraor^narr 
Session.  1931.  p.24ff. 
Income  Tax  Act 


Low*.  Extraordinary 
Sessicm.  1931,  Chap 
2. 


Qeneral  Lava,   Chap. 
63,  Sees.  30-52. 


Code  19S0,  Chap.  124 
Return  IT,  Form 
301-W-F.  Revised 


iZ.  5. 1929,  Art  XX. 


£.  C.  Sees.  229&-2300. 


Tax  Law,  Art  9-A. 


Retenue  and  Mach.in' 
ery  Ad$,  1931,  Art 
IV,  Sees.  311,  318, 
322, 326, 329. 


1931 


1929 


1922 


Tennessee. 


Utah. 


Vermont. 


l^rginia. 


C.  L.  Supp.  1913-25, 
Sec8.2346a&-2346a32 
Lain,  1931,  Chap. 
283. 


Lawt,  1931  Session,  p. 
236. 


Lawi,  1929,  as  amend- 
ed 1931.  Chap.  427. 


AeU,  1927,  Act  1; 
AeU,  1930,  Ada  803, 
834. 


Title 
of  tax 


Income  tax. 


Corporation 
franchise 
tax. 


Income  tax., 


Income  tax. 


Income  tax. 


Excise  tax*.. 


Income  tax. 


Income  tax. . 


Corporation 
licenae  tax. 


Franchise 
tax. 


Income  tax. 


Income  tax. 


Basis  of  tax 


Income. 


Privilege  of  exercis- 
ing corporate  frau' 
duse. 


Operation  of  busi- 
ness. 


Net  income. 


Net  income. 


Carrying  on  of  busi- 
ness in  the  State 
in  corporate  ca- 
pacity. 


Corporate  income.. 


Corporation. 


Privilege  of  doing 
busbeas  in  State 
as  a  corporation, 


Domestic:  for  priv- 
ilege of  exercising 
cc^porate  * — 
chiae; 

fw  i»ivilege  „, 
ing  busbess 
State. 


fran- 
Foreign: 
B  of  do- 
in 


Net  mcome 


Net  income. 


Measure  of  tax 


Rate  of  tax 


Domestic  oorponr 
tions:  entire  net 
bcome.  Fordgn 
ecvporations:  ap- 
portioned net  in- 
come. 


AppOTtioned  net  in- 
come. 


Apportioned  net  in- 
come. 


App(»iioned  net  in- 
come. 


Apportioned  net  in- 
come. 


Apportioned  net  in- 
income  and  corp- 
orate excess. 


Net  income  euned 
within  State. 


Net  income  earned 
within  State. 


Net  mcome  from 
business  transact- 
ed within  the  State 
during  iN-eceding 
calendar  year. 


Apportioned  net  in- 
come  for  year  ijre- 
ceding  or  a  mini- 
mum on  appor- 
tioned issued  capi- 
tal stock. 


Domestic:  Entire" 
net  income;  For- 
eign: Apportioned 
n^  income. 


2%. 


Date  return  ia  due 


Figure  to  be 


irigure 
allocai 


ted 


May  16. 


4%  less  offset  con- 
sisting of  10%  of 
lo<»l  real  estate 
and  all  local  per- 
sonal iHoperty 
taxes,  but  total 
must  not  exceed 
75%  of  fraadiise 
tax. 


2%. 


4%. 


Ist  $2,000-1%  (af- 
ter deductions); 
2nd  $2,000-2%; 
3rd  $2,000—3%; 
on   balance— 4% 


2|%  (after  spedal 
deductions)  $5  per 
thousand  upon 
value  of  corporate 
excess  used  in 
state. 


2J%-6%. 


2%. 


1%. 


4J%. 


5i%. 


Appwtioned  net  m-  3%. 
come. 


Net  income 
tax. 


Corporation 
excise  tax. 


Income  tax. 


1923 


1931 


1931 


Chap.  21,  Pvhlic  Adt, 
Second  Extraordi- 
nary Session,  1931 


Law«,  1931,  Chap.  39 


Adi  of  19St,  Part  II, 
Nal7. 


Waahinfton. 


Wisconsin. 


1916 


1932 


1911 


7*00;   Code,  Chap.  6, 
Seca.  23-66. 


Corporation 
excise  tax.* 


Corporation 
franchise 
tax. 


Franchise 
tax. 


Net  bcome. 


Privilege  of  doing 
business  b  State. 


Net  bcome. 


Privilege  of  doing 
busbess  b  State 
b  a  corporate  ca- 
pacity. 


Privilege  of  doing 
busbess  b  State, 


Corporation 
income 
tax. 


Initiatite 
No.  69. 


ifaMure, 


Statt.    Chap.  71. 


Income  tax. 


Income  tax., 


Priiolege  of  exercis- 
ing corporation 
franchise. 


Net  bcome. 


Net  bcome. 


Net  income. 


Apportioned  net  in- 
come. 


Apportioned  net  b- 
come. 


Apportioned  net  in- 
come. 


Corporation. 


Corporate   net   b- 
come. 


Corporate  income. 


Net  bcome  earned   3%. 
b  State. 


1st  $10,000—2%; 
2nd  $10,000-3%; 
next  $80,000-4%; 
over  $100,000-^%. 


8%  (offset  allowed 
for  po-sonal  prop- 
erty taxes  paid,  up 
to  90%  of  excise 
tax). 


4§%- 


8%  (property  tax 
offset  allowed  up 
to  i  of  franchise 
tax). 


Two  months  and 
fifteen  days  after 
dose  of  fiscal  or 
calendar  year. 


April  1,  and,  b 
sonte  cases,  60 
days  after  close  ci 
fiscal  year. 


March  15. 


On  or  before  March 
15,  or  15th  day  of 
thud  month  fol- 
lowing fiscal  year 


Total  net  income 
(after  deduction  of 
items  roecifically 
allocated). 


Net  income  (same 
as  federal,  except 
for  certain  adju^ 
ments). 


Net  income  (same 
as  federal,  except 
for  certun  adjust- 
ments). 


Total  net  bcome 
(after  deduction  of 
items  specifically 
allocated). 


Total  net  income 
(after  deduction  of 
items  specifically 
allocated). 


April  1-ia 


March  15. 


Net  bcome  (same 
as  federal,  except 
for  certab  adjust- 
ments). 


Total  net  bcome 
(after  ded  uction  of 
items  specifically 
allocated). 


March  15. 


March  1. 


July  1. 


March  15. 


March  15,  or  15th 
day  of  third  month 
foUowing  close  of 
fiscal  year. 


March  15,  or  on 
15th  day  of  third 
month  after  end  of 
accounting  year. 


90  days  after  end  of 
year. 


15th  day  of  third 
month  after  dose 
of  accounting 
poiod. 


May  1. 


March  15th.  or  15th 
day  of  third  month 
following  close  of- 
ficial year. 


Method 
of  allocar 
tion  left 
todia* 
cretion 
of  admin- 
istrative 
officials 


Separate 
accounting 
permitted* 


X». 


X*. 


Statutory 
fraction. 


Statutory 
fraction. 


X». 


Statutory 
fraction. 


XI. 


Total  net  bcome. 


Entire  net  bcome 
(same  as  federal 
except  for  certab 
adjustments). 


Entire  net  bcome. 


Total  net  bcome 
(after  certab  ad- 
justments). 


Total  net  bcome. 


Total  net  bcome. . 


Total  net  income.. 


Statutory 
fraction. 


Allocation 
fraction 
not  used. 


Yes. 


Alternative 
fraction  may 
be  submitted 


No  provision . 


No  provision 


No. 


Yes. 


No  provision 


Foreign  cor- 
porations 
only. 


Yes. 


Yes. 


Items  subject 
to  specific 
allocation 


No  provision. 


No. 


Yes. 


No  provision 


Any  of  the  ratios 
may  be  omitted 
if  not  applicable 
to  the  busbess. 


No  provision 


Interest,  rentala, 
royalties  and  gains 
from  the  sale  of. 
ptopaty. 


Fraction 

apidicable 

tof(weign 

or  donteiBtie 

oorporationa 


Faciobs  U(UU>  In  DRnmnnNQ  Incomi  Earrbo  Wrbdi  Sza^B 


Foreign. 


None. 


None. 


Interest  rents  and 
gain  from  the  sale 
of  capital  assets  or 
property. 


Intoest  rentals, 
royalties  and  guns 
from  wie  of  prop- 
erty. 


Interest,  dividends 
and  gains  from 
sale  of  capital 
assets. 


To. 


Required. 


Statutory 
fraction. 


Statutory 
fraction. 


Statutory 
fraction, 


X*». 


Statutory 
fraction 


Yes. 


Yes*!. 


Yes. 


Yes. 


Yes. 


Yes. 


Total  net  income 
(after  ded  uction  of 
items  specifically 
allocated). 


Apportioned  net  b- 
come. 


Apportioned  net  b- 
come  (income  for 
1932  or  a  three 
year  average, 
whichever  is  hi^- 
er  for  1933.  For 
1934,  and  there- 
after, bcome  for  a 
single  year). 


l%-7%. 


2%-6%. 


Withb  30  days  aft- 
er return  to  U.  S, 
Treasury  Depart- 
ment 


April  15. 


March  15,  or  withb 
75  days  after  close 
of  fisod  year. 


Within  75  days  aft- 
er close  of  account- 
ing year. 


Total  net  income 
(after  deduction  of 
items  specifically 
allocated). 


Total  net  bcome. 


Entire  net  income 
(after  deduction  of 
items  specifically 
allocated). 


Total  net  income 
(after  deduction  of 
items  specifically 
allocated). 


Statutory 
fraction 


X". 


Statutory 
fraction. 


Statutory 
fraction. 


Statutory 
fraction. 


No. 


Ya. 


No  provision . 


No. 


Yes. 


No. 


Interest,  rents  and 
royalties,  profits 
from  sale  of  capital 
assets  and  other 
bcome  earned  di 
recti/  b  Missis- 
sippi. 


None. 


Both. 


Botti. 


Both. 


Botti. 


Tan- 
gible 

erty. 


X». 


QrosB 

rs- 
oeipts 

or 
sales 


X». 


X.. 


^- 


X. 


x». 


X. 


Botii. 


Foreign. 


Both. 


None. 


None 


Interest  dividends, 
rents,  rojralties 
(less  related  ex- 
penses) and  gains 
from  sale  of  capital 


None. 


None. 


Botii. 


Foreign. 


Botii. 


X.. 


Maau- 

faetor- 

ing 

oosts 


Busi- 
neas 


X". 


Certain 
accounts 
receiv- 
able 


X». 


Shares 
of  stock 
of  other 
eorpo- 
ratioDs 
owned 


Pur- 


X. 


Botii. 


Foreign. 


Yes. 


Yes. 


Yes. 


Yes. 


Yes. 


Yes. 


Yes. 


Any  one  of  the 
three  ratios  mav 
be  omitted  with 
approval  of  tax 
commission. 


Any  one  of  the 
three  ratios  may 
be  omitted  with 
approval  of  tax 
commission. 


None 


Rents.  interest, 
dividends.  and 
gams  from  sale  of 
capital  assets. 


None. 


Rentals,  royalties, 
dividends,  interest 
and  gains  from 
sale  of  real  or 
tangible  personal 
property. 


Interest,  rents, 
royalties,  divi- 
dends and  giiins 
from  sale  of  capital 
assets. 


Botti. 


Both. 


Both. 


Both. 


Botti. 


X. 


(X). 


XM 


(X).. 


X. 


X. 


X. 


X". 


Cost 

vahie 

of 


capital   sales 


Net 

cost 

of 


Gross  sales  withb  Arkansas     Cost  of  prodaetioa 

-oH 


Total  gross  sales 


Total  east  of 


X". 


x«». 


Xi». 


X". 


X". . . . 


X». 


X. 


(X). 


X. 


X.. 


» Prescribed  by  Tax  Commiasioner  with  approval  by  the  Governor. 

•  The  prohibition  of  a  separate  accounting  will  not  be  upheld  if  it  can  be  shown  that  the  statutory 
fraction  operates  in  an  arbitrary  and  discriminatory  manner. 

•  Trading  or  mercantile  companies  use  the  gross  sales  ratio  while  cost  of  production  ratio  is  applicable 
to  manufacturing  companies. 

•  Formula  prescribed  in  Form  105  for  Bank  and  Corporation  Franchise  Tax  Return. 

•  The  property  ratio  is  applicable  to  companies  deriving  profits  principally  from  ownership,  sale  or 
rental  of  real  estate,  or  profits  principally  from  manufacture,  sale  or  use  of  tangible  personal  property. 

The  sales  ratio  is  applicable  to  companies  deriving  profits  principally  from  holding  or  sale  of  intangible 
property. 

•  No  method  of  allocation  was  provided  in  the  1929  law.     A  specific  rule,  although  incomplete,  was 
adopted  in  the  revision  of  1931. 

T  Business  of  the  corporation  shall  be  determined  according  to  rules  and   regulations  of   the  Tax 
Commissioner. 

•  Apportionment  shall  be  made  according  to  rules  and  regulations  of  the  Tax  Commissioner,   "  giving 
consideration  to  sales,  property  and  payroll  and  such  other  factors  as  may  be  deemed  applicable." 

•  The  excise  tax  denotes  the  combined  corporation  income  and  corporate  excess  taxes. 
*•  Net  income  is  divid^  into  three  equal  parts  and  apportioned  according  to  the  three  ratios. 
"  In  general,  manufacturing  costs  are  measured  by  the  following  items:     (a)  cost  of  goods,  materials 


Average  monthly  value  of  real 

and  tugible  personal  property 

withb  State 

Average    mcmthly    value    of 

entire  real  and  tangible  pa- 

wooalpnipetiy 


Total  wages, 
and  other 


*  J 


fioytm 


Fair  cash  value  of  real  estate  and 
tangible  personal  property  withb  state 


Gross  rseeipti 


Average  monthly  vahie  of  entire  real 
and  taoipbfe  penonal  prc^Mity 


01* 


Total 


Value  of  real  and  tangible  personal       BuaioeaB  withia' 
property  withb  State  State 

+ -^r 


Vahie  of  entire  real  and  tangible 
personal  property 


Total  I 


Value  of  real  and  tangible  penonal        FayroO    withia 
property  withb  State  State 

+  ^— -  + 


Total  real  and  tangible  personal 
property 


Total  payroll  ToMmIm 


-^  1. 


Average  value  of  tangible       Wages,  salariea. 
property  withb  State  penaation   to  cmplosrees 


Average   value   of   total 
tangible  pKqperty 


Total  wages,   salaries, 
other  eompfnaa  tion  to 


Cost  value  of  capital        Expenditures  for  labor  (direct 
assets  withb  State  and  indirect)  withb  State 

-j -i-  2»  or 


Nat  I 


Total  cost  value  of 
caintal  assets 


Total  expenditures  far  Ufaor 
(direct  and  indirect) 


T«Maat« 


Gross  sales  ori' amount  of  business       i  of  gross 
transacted  wholly  withb  State      -|- 


Total  sales  or  total  amount  of 


Average  monthly  value  of 

real  and  tangible  personal 

property  withb  State 


Avovge  monthly  value  of 

total    real    and    tan^ble 

personal  property 


+ 


Average  monthly  vafaw  of 
tab  bills  and  accounts  reeeiv- 
able  having  a  9tos  b  New  Tork* 

Total  avera||e  mootUy 
of  certab  bdh  and 
recdvable 


Fau"  caah  value  of 

real    and    tangible 

personal  propoiy 

withb  State 


-I- 


Fair  cash  vabe  of 
total  real  and  tang- 
ible personal  propoiy 


Cost  of  manufacturing, 
oolleeting,   assembling 
or  processing  withb 
State 

Total  cost  of  manu- 
facturing, eoUeeting, 
assembling  or  processhiK 


2oH> 


run 
real  i 


*M. 


Average  value  of  tangible  prc^)erty 
withb  State 

Average  value  of  total  tangible 
propoiy 


Business 

mthmSt«te 

To^l]|-|  II 


-i-  1. 


Average  value  of  real  and  tangible 
personal  pr(^)erty  withb  State 

Average  value  of  total  real  and 
tangible  personal  propoty 


-1- 


Wages,  salaries  aad  I 
service  oompenaatioa  to* 
withb  Stat* 


^  I 


Fair  cash  value  of  real 
and  tangible  personal 
property  withm  State 

— ( 

Fur  cash  value  of  en- 
tire real  and  tangible 
p»aonal  property 


-or» 


Groai  sales 
withb  State 

Total 


Fair 
and 
property 


atnd 


-or" 


Fav 


tdm- 


Gross  sales  withm 
State 

Total  gross  sales 


Average  value  of  tangiUe 
property  within  State 


Average  value  of  total 
tangible  property 


+ 


Expenditures  for  wages, 
and  other  oompensatioB  to 
State 


Total  eq)eDditures  iori 
sionsorotheri 


•t-lL 


Fair  market  value  of  real  estate  and 
other  physical  assets  withb  State 

Fair  market  value  of  total  real  estate 
and  other  physical  assets 


+ 


Groasi 
withb  State 

Total 


Coat  of  mann 
Value  of  real  and  tangiUe  pa-  sonrmHIm  or  l 

sonal  property  within  State  withb  State 

Value  of  total  real  and  tangible 
personal  property 


Total  coat  of 

leeting.    aasemhliBg   or 


TqMi 


♦  I. 


Value  of  real  and  tangible  per- 
sonal property  within  St^ 


Vahie  of  total  real  and  tangible 
personal  pn^Mrty 


Total  coat 
ketiog. 


and  suppUee;  (b)  labor  (direct  and  indirect);  and  (c)  overhead. 
"Expenditures  for  labor  (direct  and  indirect). 
"  Applicable  to  manufacturing  corporations. 


"  Applicable  to  trading  corporations.  Turnover,  as  measured  by  net  cost  of  sales,  must  be  shown 
in  the  return. 

"  Substantial  changes  in  the  method  of  allocation  vere  made  in  the  tax  revision  of  1931. 

"  A  credit  is  allowed  for  income  taxes  paid  in  other  states. 

"  The  business  ratio  is  used  as  an  alternative  to  the  sales  ratio  in  cases  where  sales  do  not  express 
the  volume  of  business  conducted  within  the  State.  No  measures  of  the  business  ratio  are  provided  in 
the  statute. 

"Certain  expenses  which  cannot  be  allocated  specifically  are  apportioned  according  to  the  ratio  of 
gross  income  in  Montana  to  total  gross  income. 

"  Bills  and  accounts  receivable  arising  from  "  (a)  personal  property  sold  by  the  corporation  from 
merchandise  manufactured  by  it  within  this  State;  (by  personal  property  owned  by  the  corporation  and 
not  manufactured  by  it  within  this  State  but  sold  by  it  or  its  agents  and  located  within  the  State  at  the 
time  of  the  receipt  of  the  order;  (c)  the  purchase  or  sale  of,  or  trading  in,  goods,  wares  or  merchandise 
not  located  at  any  place  at  which  the  corporation  conducted  a  permanent  or  continuous  business  within 
the  State,  and  where  the  bills  and  accounts  receivable  arose  ironi  orders  received  or  accepted  by  any  officer 
or  agent,  or  at  any  place  of  business,  in  this  State;  ani  (d)  services  performed  by  any  officer,  agent  or 
representative  of  the  corporation  connected  with,  sent  from,  or  reporting,  either  directly  or  indirectly, 
to  any  pfficer  located  in  this  State  or  at  any  office  located,  owned,  rented  or  occupied  in  this  State." 

»o  '•  The  value  of  share  stock  of  another  corporation  owned  by  a  corporation  liable  hereunder  shall 
for  purposes  of  allocation  of  assets  be  apportioned  in  and  out  of  tbe  State  in  accordance  with  the  value 
of  the  physical  property  in  and  out  of  the  State  representing  such  ahare  stock." 


*»  In  Hans  Rees'  Sons  v.  State  of  North  Carolina  (51  Sup.  Ct.  385),  which  inrolTad 
1921  allocation  fraction,  the  United  States  Supreme  Court  upheld  the  use  of  a 

**  Property  and  cost  of  manufacturing  ratios  applicable  to  manufacturinc 
sales  ratios  applicable  to  trading  or  mercantile  corporations. 

**  The  business  of  the  corporation  is  measurea  by  expenditures  for    (a) 
goods,  materials  and  supplies;  plus  (c)  receipts  from  sales. 

**  No  allocation  provisions  are  contained  in  the  statut«.  except  that  Iha  Ti 

i^ed  to  formulate  rules  and  regulations.     The  first  returns  were  due  od  March  15i,  IMS. 

*>  Manufacturing  corporations  use  tbe  property  ratio;  tbe  groaa  fine  ratio  ia 
real  property  within  the  State,  or  where  the  foreign  corporation  is  encaged  io 

bined  property  and  sales  ratios  are  used  when  the  income  of  a  foreign  corp.«n 

of  personal  property  produced  (in  whole  or  in  part)  by  the  taxpayer  with'>ut  and 

**  The  general  income  tax  act  of  1931  was  declared  unconstitutional  in  ffsaai  i.  JicCaii^ 
(2nd)  159  (1932). 

*^  No  information  is  available  concerning  allocation  practices.     The  lav  baaa 
31.  1931,  and  the  first  returns  from  corporations  were  not  due  until  April  15,  1932. 
tion  required  in  the  tax  return  indicates  that  the  allocation  method  will  be 
of  New  York. 

**  This  chart  was  published  in  substantially  the  present  form  in  Ftimti  m 
Fourth  ed.    Commerce  Clearing  House,  Inc.,  Chicago,  1933. 
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STATE  PRACTICES  IN  ALLOCATING  INCOME  OF  MERCANTILE  AND  MANUFACTURING  CORPORATIONS  FOR  INCOME  TAX  PURPOSES  AS  OF  JANUARY  1,  1933 


Bfmn 


AricaoM. 


CafiCornia. 


Coonedkut. 


Georgia. 


Idalio. 


Date 
tit 

adop- 

tkm 
of 
in. 

eome 
tax 


1929 


1929 


1916 


1929* 


Legal  dtation 


Aet  118  of  1929.  Sec. 
15,  RegulatioDS  7, 
Art  362. 364. 


SiaiM.  1929,  Chap.  13. 
Form  105  for  Fran- 
diiee  Tax  Returns. 


0.    8.,  Revision   of 

1930,  Chap.     74. 

Sees.  1326.     1327. 
1331. 


Law*,  Extraordinanr 
Session,  1931.  p.24ff. 
Ineome  Tax  Act 


MaaaaehuBetts.. 


Mianssippi. 


Miwnffi. 


Montana. 


New  York. 


North  Carolina.   1921» 


1931 


1919 


1924 


1917 


1917 


1917 


Title 
of  tax 


Income  tax. . 


Corporation 
franchise 
tax. 


Income  tax.. 


Income  tax. 


Basis  of  tax 


Income. 


Privilege  of  exercis- 
ing corporate  fran- 
chise. 


Operation  of  busi- 
ness. 


Net  income. 


. 


Laws,  Extraordinary 
Session.  1931.  Chap. 
2. 


Oenerd  Lav>»,  Chap. 
63.  Sees.  30-52. 


Code  19S0,  Chap.  124 
Return    IT,    Form 
301-W-F.   Revised. 


B.  8. 1929.  Art  XX. 


R.  C.  Sees.  2296-2300 


Tax  Law,  Art  9-A.. 


North  Dakota. 


OUahomaSt. 


Onton. 


1919 


1931 


1929 


Rewtue  and  MaehiH' 
try  Ad$,  1931.  Art 
IV.  Sees.  311.  318. 
322,  326,  329. 


C.  L  Supp.  1913-26, 
Sec8.2346a6-2346a32 
Lawt,  1931.  Chap 
283. 


Law$,  1931  Sesnon,  p 
236. 


Lawf,  1929(88  amend 
ed  1931.  Chap  427. 


Income  tax.. 


Measure  of  tax 


Domestic  corpora- 
tions: entire  net 
income.  Foreign 
corp(»iitions:  ap- 
pOTtioned  net  in* 
come. 


App(»rtioned  net  in- 
come. 


Apporticmed  net  in- 
come. 


App(Miioned  net  in- 
come. 


Net  income. 


Apportioned  net  in- 
come. 


Rate  of  tax 


4%  less  offset  con- 
sisting of  10%  of 
local  real  estate 
and  all  local  per- 
sonal property 
taxes,  but  total 
must  not  exceed 
75%  of  franchise 
tax. 


2%. 


4%. 


Excise  tax*. 


Income  tax.. 


Income  tax. 


Corporation 
license  tax. 


Franchise 
tax. 


Income  tax. 


Carrying  on  of  busi- 
ness in  the  State 
in  cmporate  ca- 
padty. 


Corporate  income. 


Corporation. 


Privilege  of  doing 
business  in  State 
as  a  corporation 


Domestic:  for  priv 
ilege  of  exercising 
corporate  fran- 
chise; Foreign: 
few  privilege  of  do- 
ing bumess  in 
State. 


Net  income 


Income  tax. . 


Netinorane 
tax. 


Corporation 
excise  tax. 


Net  income. 


Net  income. 


Privilege  of  doing 
Ixisiness  in  State. 


Api)ortioned  net  in- 
bcome  and  corp- 
orate excess. 


Net  income  earned 
within  State. 


Net  income  earned 
wi&in  State. 


Net  income  from 
business  transact- 
ed withm  the  State 
during  preceding 
calendar  year. 


Apportioned  net  in- 
come for  year  pre- 
ceding or  a  mini- 
mum on  appor- 
tioned issued  capi- 
tal stock. 


Domestic:  Entire" 
net  income;  For- 
eign: Apportioned 
net  income. 


App(wtioned  net  in- 
come. 


Net  income. 


Net  income. 


Ist  $2,000-1%  (af- 
ter deductions); 
2nd  $2,000—2%; 
3rd  $2,000-3%; 
on  balance — 4% 


Date  return  is  due 


May  15. 


Two  months  and 
fifteen  days  after 
dose  of  fiscal  or 
calendar  year. 


April  1,  and,  in 
some  cases,  60 
days  after  dose  of 
fiscal  year. 


March  15. 


Figure  to  be 


rigure 
aUoca 


located 


Total  net  income 
(after  deduction  of 
items  specifically 
allocated). 


Net  income  (same 
as  federal,  except 
for  certain  adjust- 
ments). 


Net  income  (same 
as  federal,  except 
for  certain  adjust- 
ments). 


Total  net  bcome 
(after  deduction  of 
items  roecifically 
allocated). 


On  or  before  March 
15,  or  15th  day  of 
third  month  fol- 
lowing fiscal  year. 


2i%  (after  special 
deductions)  $5  per 
thousand  upon 
value  of  corporate 
excess  used  in 
state. 


2J%-6%. 


2%. 


1%. 


4i%. 


5J%, 


April  1-10. 


March  15. 


Mardi  15. 


March  1. 


July  1. 


Mardi  15. 


Total  net  income 
(after  deduction  of 
items  specifically 
allocated). 


Method 
of  alloca- 
tion left 
to  dis- 
cretion 
of  admin- 
istrative 
officials 


XI. 


X*. 


Statutory 
fraction. 


Statutory 
fraction. 


X«. 


Net  bcome  (same 
as  federal,  except 
for  certab  adjust- 
ments). 


Statutory 
fraction. 


Total  net  bcome 
(after  deduction  of 
items  specifically 
iJlocated). 


Total  net  bcome. . 


Entire  net  bcome 
(same  as  federal 
except  for  certab 
adjustments). 


Entire  net  income. 


March  15,  or  IStii 
day  of  thmi  month 
following  dose  of 
fiscal  year. 


Ist  $10,000—2%; 
2nd  $10,000-3%; 
next  $80,000-4%; 
over  $100,000-6%. 


8%  (offset  allowed 
for  personal  prop- 
erty taxes  paid,  up 
to  90%  of  excise 
tax). 


March  15.  or  on 
15th  day  of  third 
month  alter  end  of 
accounting  year. 


90  days  after  end  of 
year. 


Total  net  bcome 
(after  certab  ad- 
jusfementa). 


Total  net  boome. 


Separate 
accounting 
permitted* 


Yee. 


No  provision 


No. 


Yes. 


No  provision 


Alternative 
fraction  may 
be  submitted 


No  provision. 


No  provision. 


No. 


Yes. 


No  provision. 


Foreign  cor- 
porations 
only. 


XI. 


Statutory 
fraction. 


Allocation 
fraction 
not  used. 


Statutory 
fraction. 


Statutory 
fraction. 


Statutory 
fraction, 


X«*. 


Yes. 


Yes. 


Required. 


Yes. 


Ye^. 


Yea. 


Any  of  the  ratios 
may  be  omitted 
if  not  applicable 
to  the  busbess. 


No  provision . 


Items  subject 
to  specific 
allocation 


Interest,  rentals, 
royalties  and  gains 
from  the  sale  of 
property. 


None. 


None. 


Interest  renta  and 
gain  from  the  aale 
of  capital  aaaeta  or 
property. 


Interest  rentala, 
royalties  and  gains 
from  aale  of  prop- 
erty. 


Interest,  dividends 
and  guns  from 
sale  of  capital 
assets. 


Yes. 


No. 


Yes. 


No  provision. 


No. 


Yea. 


Yea. 


Interest,  rents  and 
royalties,  profits 
from  sale  of  capital 
assets  and  other 
bcome  earned  di' 
reetij  in  Miaais- 
sippL 


None. 


18 


Fraction 

api^oaUe 

toUxeiga 

ordomeatic 

oorpcM^tions 


Foreign. 


Botii. 


Both. 


Botii. 


Botii. 


Both. 


FcM^gn. 


Both. 


Factobs  Ubw>  In  Dxraaasisa  Incomb  Eabmbo  Wrhih  Sxaxb 


Tan- 
gible 
iwop. 
erty. 


X». 


X., 


None. 


None 


Interest  dividends, 
rents,  royalties 
(less  related  ex- 
penses) and  gains 
from  sale  (^capital 
aawta. 


None. 


Both. 


Famga. 


Botii. 


Botii. 


Groaa 

re- 
cdpta 

aalea 


X». 


x». 


X... 


X... 


X. 


X. 


•J^>  •  • 


Pa: 


fay- 
roU 


X. 


X. 


X«. 


Manu- 
facture 
ing 
ooata 


Busi- 
ness 


X". 


X». 


X". 


Certun 
accounts 
receiv- 
able 


Shares 
of  stock 
of  other 
oorpo- 
ratKHia 
owned 


(X). 


X. 


(X). 


X. 


X". 


x*». 


X". 


Pur- 
diaaea 


Coet 

value 

of 
capital 


Net 
ooet 

of 
aalea 


X*o. 


X. 


(X). 


Groas  sales  withm  Aikaiaas      Cat  of  i 


Total 


or* 


Average  monthly  vahie  of  real 

and  tangible  penooal  ptopeitf 

withm  State 


Avenge    monthly    vabie    of 
entire  real  and  taogjUe  pcr- 


Fair  cash  value  of  real  ( 
tangible  personal  prc^ierty ' 


Average  montiily  vafaie  of 

and  tangible  personal  proficr^ 


Value  of  real  and  tangible 
pr(^)erty  within  State 


Vahie  of  oitire  real  and 
personal  properij 


-f  1. 


Value  of  real  and  tangible 
property  withm  State 


Total  real  and  tangible 


Average  value  of  tangjhle 
property  withm  St^ 


Average    value   of    total 
tangible  property 


Total 


Cost  value  of  capital 
witiunState 


Total  cost 
capital 


value  of 


Total  ( 


GrooB  sales  or"  amoont  of  1 
transacted  wholly 


TMali 


.\verage  monthly  value  of 

real  and  tangible  persooal 

property  withb  State 


mSmmXmk^ 


Average  monthly  vafaie  of 
total   real    and 
personal  pr(^)erty 


Fair  eadb  value  of 

real    and    tangible 

personal  property 

withm  Skate 


Fair  eadi  rahie  of 
total  real  and  tan^ 
ibie  pecstHial  proptttr 


Average  vahie  of  tanpfale  propartr 

withb  State 


Average  value  of  total 
property 


Avo^e  value  of  real  and 
personal  property 


Average  valoe  of  total  real  and 
tangible  personal  property 


STATE  PRACnCES  IN  ALLOCATING  INCOME  OF  MERCANTILE  AND  MANUFACTURING  CORPORATIONS  FOR  INCOME  TAX  PURPOSES  AS  OF  JANUARY  1.  1933»« 


Jasisof  tax 


>iDe. 


Measure  of  tax 


ilege  of  exercis- 
[  corporate  fran 


Rate  of  tax 


Domestic  corpora- 
tioDs:  entire  net 
income.  Foreign 
corporations:  ai>- 
pcmtioned  net  in- 
come. 


2%, 


Appcfftioned  net  in- 
come. 


eration  of  busi- 


moome. 


et  income. 


Apportioned  net  in-  2%. 
come. 


Date  return  is  due 


May  15. 


Fiffuretobe 


irigure 
aUoci 


located 


Total  net  income 
(after  deduction  of 
items  specifically 
allocatea). 


4%  less  offset  con 
sisting  of  10%  of 
lo<»l  real  estate 
and  all  local  per- 
sonal property 
taxes,  but  total 
must  not  exceed 
76%  of  franchise 
tax. 


Two  months  and 
fifteen  davs  after 
close  of  fiscal  or 
calendar  year. 


Apportioned  net  in- 
come. 


4% March  15 


April  1,  and,  in 
some  cases,  60 
days  after  dose  of 
fiscal  year. 


Net  income  (same 
as  federal,  except 
for  certain  adjust- 
ments). 


Method 
of  alloca- 
tion left 
to  dis- 
cretion 
of  admin- 
istrative 
officials 


X». 


X«. 


Apportioned  net  in- 
come. 


iring  on  of  busi- 
a  in  the  State 
corporate    ca- 
icity. 


>rporate  income. 


Apportioned  net  in- 
income  and  corp- 
orate excess. 


Ist  $2,000-1%  (af- 
ter deductions) ; 
2nd  $2,000—2%; 
3rd  $2,000-3%; 
on  balance — 4%. 


Net  income  (same 
as  federal,  except 
for  certain  adjust- 
ments). 


Statutory 
fraction. 


Separate 
accounting 
permitted* 


Yes. 


No  provision 


Alternative 
fraction  may 
besubmittea 


No  provision. 


Items  subject 
to  specific 
allocation 


Interest,  rentals, 
royalties  and  guns 
from  the  sale  of 
property. 


No  provision. 


No. 


Net  income  earned 
within  State. 


^rporation. 


Net  income  earned 
within  State. 


2J%  (after  special 
deductions)  $5  per 
thousand  upon 
value  of  corporate 
excess  used  in 
state. 


2i%-6% March  15 


On  or  before  March 
15,  or  15th  day  of 
third  month  fol- 
lowing fiscal  year 


Total  net  bcome 
(after  deduction  of 
items  specifically 
tdlocated). 


Total  net  income 
(after  deduction  of 
items  specifically 
allocated). 


April  1-10. 


Statutory 
fraction. 


None. 


Fraction 

applioaUe 

to  foreign 

or  domestic 

corporations 


Foreign. 


Both. 


Factors  TJbmd  In  DnBBMUoNo  iNcom  Easnxd  Within  Statb 


Tan- 
gible 
prop- 
erty. 


No. 


None. 


Yes. 


X» No  provision  No  provision 


Yes. 


Both. 


Gross 

re- 
ceipts 

or 
sales 


X». 


X». 


Interest,  rents  and 
gtun  from  the  sale 
of  capital  assets  or 
property. 


Both. 


2%. 


ivilege  of  doing 
I  business  in  State 
I  as  a  corporation. 


Net  mcome  from 
business  transact- 
ed within  the  Stote 
during  preceding 
calendar  year. 


i^omestic:  for  priv- 
[ilege  of  exercising 
I  corporate       f  ran- 
I  chise;       Foreign: 
for  privilege  of  do- 
ing    buaness    in 
State. 


let  income 


Apportioned  net  in- 
come for  year  pre- 
ceding or  a  mini- 
mum on  appOT- 
tioned  issued  capi- 
tal stock. 


1%. 


March  15. 


Net  income  (same 
as  federal,  except 
for  certain  adjust- 
ments). 


Statutory 
fraction. 


Total  net  income 
(after  deduction  of 
items  specifically 
allocated). 


Foreign  cor 
porations 
only. 


XK 


Total  net  income. 


March  1. 


4J%. 


Domestic:  Entire" 
net  income;  For- 
eign: Apportioned 
net  income. 


ht  income. 


let  mcome. 


rivilege  of  doing 
business  in  State. 


Apportioned  net  in- 
come. 


Net  income. 


Net  income. 


5J%. 


July  1. 


Statutory 
fracticoi 


Any  of  the  ratios 
may  be  omitted 
if  not  applicable 
to  the  business. 


Yes. 


Interest,  rentals, 
royalties  and  gains 
from  mJc  of  prop- 
erty. 


Both. 


X». 


Pa: 


roi 


S 


Manu- 
factur- 
ing 
costs 


X". 


Interest,  dividends 
and  gains  &om 
sale  of  capital 
assets. 


Both. 


No  provision . 


Yes. 


March  15. 


Entire  net  income 
(same  as  federal 
except  for  certain 
adjustments). 


Allocation 
fraction 
not  used. 


Statutory 
fraction 


Required. 


Yes. 


Interest,  rents  and 
royalties,  profits 
from  sale  of  capital 
assets  and  other 
income  earned  di 
rectly  in  Misns- 
sippi. 


Foreign. 


Busi- 
ness 


X....   X 


X.... 


None. 


No. 


Yes. 


18 


Both. 


X... 


Certain 
accounts 
receiv- 
able 


X». 


Shares 
of  stock 
of  other 
corpo- 
rations 
owned 


Pur- 
chases 


Cost 

value 

of 

capital 
asisets 


Yes. 


Entire  net  income. 


3%. 


March  15,  or  15th 
day  of  third  month 
foUowing  cloee  of 
fiscal  year. 


Total  net  income 
(after  certain  ad' 
justments). 


Statutory 
fraction 


Y&fi. 


Statutory 
fraction 


Ist  $10,000—2%; 
2nd  $10,000—3%; 
next  $80,000-4%; 
over  $100,000-5%. 


8%  (offset  allowed 
for  personal  prop- 
erty taxes  paid,  up 
to  90%  of  excise 
tax). 


March  15,  or  on 
15th  day  of  third 
month  alter  end  of 
accounting  year. 


X»». 


No  provision. 


None. 


None Foreign 


Both. 


X" 


Yes. 


90  days  after  end  of 
year. 


Total  net  income. 


No. 


X". 


X....   X.... 


Yes. 


Yes. 


Interest  dividends, 
rents,  royalties 
(less  related  ex- 
penses) and  gains 
from  sale  of  capital 
aaiets. 


Both. 


Net 

cost 

of 

sales 


Allocation  fraction 


Gross  sales  within  Arkansas      Cost  of  production  within  Arkansas 
or»- 


Total  gross  sales 


Total  cost  of  i^oduetion 


Average  monthly  value  of  real       Wages,  salaries,  commissions  and 

and  tangible  personal  property       otiier  oompenMfaon  to  employees       (rfoes  nles  witb- 

within  State  withm  State  "'^^*»*        ^  , 
.^^^^^__^  ^  ______ ^— ^-^— ^-^^— ^-^— ^— ^  -f-  ^— "^^^^"~~^"~'   •   •  • 


Average    monthly    vdue    of 

entire  real  and  tangible  fu- 

sonal  property 


Total  wages,  salaries,  oommianons 
and  other  compensation  to  em- 
ployees 


Total  gross  aatsi 


Fair  cash  value  of  real  estate  and           Gross  receipts  withm 
tangible  personal  property  within  state              Connecticut 
-or*  — 


.   X". 


None. 


Both. 


X., 


(X). 


(X). 


X". 


X». 


X... 


X....   X 


x« 


(X). 


Average  monthly  value  of  entire  real 
and  tangiUe  personal  ixoperty 


Total  gross  reodpts 


Value  of  real  and  tangible  personal       Bumness  within' 
property  within  State  State 


Value  of  entire  real  and  tangible 
personal  property 


Total  busbc 


Value  of  real  and  tangible  personal 
property  within  State 

Total  real  and  tangible  personal 
property 


Payroll    within       Sales  within 
State  State 

Total  payroll  Total  sales 


^  3. 


X... 


Average  value  of  tangible 
property  within  State 


Average   value   of   total 
tangible  property 


Wages,  salaries,  commissions  or  otiier  com-      Gross  receipts 
pensation   to  employees   within   State        within  State 

. ■ -\- 1-  3*. 

Total  wages,  salaries,  commissions  or         Total  gross 
other  compensation  to  employees  receipts 


(]!ost  value  of  capital 
assets  within  State 


Total  cost  value  of 
capital  assets 


+ 


Expenditures  for  labor  (direct 
and  indirect)  within  State 

Total  expenditures  for  labor 
(direct  and  indirect) 


-^  2J»or 


Net  cost  of  salesM 
within  State 

Total  net  cost 
of  sales 


Gross  sales  or"  amount  of  business       i  of  gross  sales  or"  i  of  the  amount  of  busi- 
transacted  whoUy  witiiin  State      +  ness  transacted  partly  within  and  partly 

without  State 


Total  sales  or  total  amount  of  buaness  transacted 


Average  monthly  value  of 

real  and  tangible  personal 

property  within  State 


Average  monthly  value  of 

total    real    and    tangible 

personal  property 


+ 


Average  monthly  value  of  cer- 
tain bills  and  accounts  receiv- 
able having  a  atus  in  New  York>* 

Total  average  monthly  value 

of  certun  IhUs  and  accounts 

receivable 


New  York  pr(H>ortion  of 
average  value  of  sto^  of 
other  corporations  owned** 

Total  average  value  of 

stodoB  of  other  corporar 

tions  owned 


-i-3. 


Fair  cash  value  of 

real    and    tangible 

personal  property 

within  State 


Fair  cash  value  of 
total  real  and  tang- 
iUe  personal  property 


Ck)st  of  manufacturing, 

collecting,    assembling 

or  processing  within 

State 

Total  cost  of  nuuio- 
facturing,  collecting, 
assembling  or  processing 


+  2or" 


Fur  cash  value  of  real 
and  tangible  personal 
property  within  State 

Fair  cash  value  of  total 

real  and  tangiUe  per- 

sonal  property 


Sak» 
witiiia 
Slate 

Total 


4-jL 


Average  value  of  tan^ble  property 
within  State 

Average  value  of  total  tangible 
property 


+ 


Bunness  transacted** 
witiiin  Stiite 

Total  business 


•f-l 


Average  value  of  real  and  tangible 
personal  property  within  State 

Average  value  of  total  real  and 
tangible  personal  property 


Wages,  salaries  and  other  p^sonal 

service  compensation  to  employees 

within  State 

Total  wages,  salaries  and  other 
personal  service  compensation 


Gross  I 
witiunStete 

Total  gross 
sales 


i)  " 

1921» 

Revenue  and  MaeHn-  1 
erv  Aett,  1931,  Art. 
IV.  Sees.  311,  318. 
322,  326,  329. 

income  tax.. 

State. 
Net  income 

Domestic:   Entire" 
net  income;  For- 
eign: Apportioned 
net  income. 

5J% 

March  15 

Sntire  net  income. 

Statutory 
fraction. 

Yes» No  provision 

None 

FcHreign 

X 

X.... 

X" 

! 

..-.-.- 

} 

^^B                         North  Dakota.. 

1919 

C.  L.  Supp.  1913-26, 
Sees.  2346a6-2346a32 
Law$,   1931,   Chap. 
283. 

Income  tax.. 

Net  income 

Apportioned  net  in- 
come. 

3% 

March  15,  or  15th 
day  of  third  month 
following  close  of 
fiscal  year. 

Total    net   income 
(after  certain  ad- 
justments). 

Statutory 
fraction. 

Yes 

No 

Interest  dividends, 
rents,       royalties 
(leas   rdated    ex- 
penses) and  guns 
from  sale  of  capital 
asHeta. 

Both 

X 

(X).. 

(X).. 

A."..  . 

) 

^^H                       OklahoiDa**.... 

1931 

Lam,  1931  Session,  p. 
236. 

Net  income 
tax. 

Net  income 

Net  income 

Ist     $10,000-2%; 
2nd   $10,000-3%; 
next  $80,000—4%; 
over  $100,000-5%. 

March   15,  or  on 
15th  day  of  third 
month  after  end  of 
accounting  year. 

X»« 

1 

^^^H                        Oreson 

1929 

Law»,  1929ja8  amend- 
ed 1931.  Chap.  427. 

Corporation 
excise  tax. 

Priiolege  of  doing 
t^ness  in  State. 

Net  income 

8%  (offset  allowed 
for  pCTSonal  prop- 
erty taxes  paid,  up 
to  90%  of  excise 
tax). 

90  days  after  end  of 
year. 

Total  net  mcome. . 

X 

Yes 

Yes 

None 

Both 

X.... 

X.... 

X 

li 

i 

1 

^^^H                      Soath  Carolina. 

1922 

AeU,    1927,    Act    1; 
Ada,  1930,  Acta  803, 
834. 

Income  tax.. 

Net  income 

Net  income 

4i% 

15th  day  of  third 
month  after  dose 
of        accounting 
poiod. 

Total  net  income. . 

Statutory 
fraction 

Yes 

No 

None 

Foreign 

X 

X 

^^^^H                      Tennessee 

1923 

Chap.21,  P«WtcAd«, 
Second     Extraordi- 
nary Session,  1931. 

Corporation 
excise  tax." 

Privilege  of  doing 
busmess  in  State 
in  a  corporate  ca- 
pacity. 

Apportioned  net  in- 
come. 

3% 

Mayl 

Total  net  income... 

X 

Yes 

Yes 

None 

Both 

X 

^^^^^B 

1931 

Lawi,  1931,  Chap.  39. 

Corporation 
franchise 
tax. 

Privilege  of  doing 
business  in  State. 

Apportioned  net  in- 
come. 

%%   (property  tax 
offset  aUowed  up 
to  i  of  franchise 
tax). 

March  15th,  or  15th 
day  of  third  month 
foUowing  dose  of- 
ficial year. 

Total    net    income 
(after  deduction  of 
items    specifically 
allocated). 

Statutory 
fraction. 

Yes 

Yes 

Reots,        interest, 
dividends,       and 
gains  from  sale  of 
capital  assets. 

Both 

X.... 

X.... 

X.... 

V" 

T 

1 

^^^^^H                   Vermont 

1931 

AeU  oj  mi,  Part  II, 
No.  17. 

Franchise 
tax. 

Privilege  of  exercis- 
ing     corporation 
franchise. 

Apportioned  net  in- 
come. 

2% 

Within  30  days  aft- 
er return  to  U.  S. 
Treasury  Depart- 
ment. 

Total   net   mcome 
(after  deduction  of 
items   specifically 
allocated). 

X« 

X.... 

A 

JL 

^^^^^^^                   Virginui 

1916 

Tax  Code,  Chap.  6, 
Sera.  23-66. 

Corporation 
income 
tax. 

Corporation 

Net  income  eame(] 
instate. 

3% 

April  15 

Total  net  income. . 

Statutory 
fraction. 

Yes 

Yea 

None 

1 

Both 

X.... 

X.... 

-  — — 

^^^^^^H                Washington. . . 

1932 

Initiative       Measure, 
No.  69. 

Income  tax. . 

Corporate   net   in- 
come. 

-  Apportioned  net  in- 
come. 

l%-7% 

March  15,  or  withii 
75  days  after  clost 
of  fiscal  year. 

Entire  net  income 
(after  deduction  0 
items    specificall) 
allocated). 

s  Statutory 
I     fraction. 

r 

Yes 

Any  one  of  the 
three  ratios  mav 
be  omitted  witi 
approval  of  taj 
commission. 

!  Rentals,  royalties 
r  drridends,  interesi 
1  and  gains  from 
[     sale  ol    real    oi 

tangible   persona 

property. 

Both 

I 

! 

X.... 

X.... 

X".... 

^^^^^^^H              Wisconsin 

1911 

State.    Chap.  71 

Income  tax. 

Corporate  income. 

Apportioned  net  in 
come  (income  foi 
1932  or   a  thre( 
year         average 
whichever  is  high 
er  for  1933.    Fo 
1934,  and  there 
after,  mcome  for  i 
single  year). 

■  2%-6% 

r 

» 

r 

■ 

Within  75  days  aft 
ercloee  of  account 
ing  year. 

-  Total    net    incom( 

-  (after  deduction  0 
items    specificallj 
allocated). 

3  Statutory  Yes 

'     fraction. 

r 

Any  one  of  the  Interest,         rents,  Both 

three  ratios  may     royalties,       divi- 
be  omitted  with     dends   and   gains 
approval  of  tax     from  sale  of  capital 
commission.           assets. 

.  X.... 

X... 

x»».... 

t 

l?Lt^^b!goI?f  X^^L'a^cruSiSrS^n^^*^^^^^^^^^         can  be  shown  tha.  the  .tatutory 
"""J'^S'S  Se?cUKSp'.S^e,''r  .tToSX"  rftio  while  coet  of  pr^uoUon  ratio  i.  applicable 

*"  ■"?'F^Sfut°p^SSCS'SForm  105  for  Bank  and  Corporation  Fn.nd.i^  Tax  Re^n 

•  The  property  ratio  is  appUcable  to  companiee  denying  proSts  Pnoc'Pal'y '™™  ™"^^'rooSty 

'*'*''*^o  method  of  allocation  was  provided  in  the  1929  law.    A  specific  rule,  although  incomplete,  was 

"^^^^B^ln^  of^^coip'oration  shaU  be  determined  according  to  rules  and  regulations  of   the  Tax 

""""ntpJAionment  shall  be  made  according  to  rules  and  regulations  ^^  the  Tax^Commiss^^^^^^  H  giving 
consideration  to  sales,  property  and  payroU  and  such  ^^her  factors  a^  may  be  ^^^^ed^P^"*'*^^®' 

•  The  excise  tax  denotes  the  combined  corporation  income  and  corporate  excess  JJf^-    . . 
"  Net  income  is  divided  into  three  equal  parts  and  apo^/o^^d  accor^ng  to  the  three^ 

u  In  general,  manufacturing  costs  are  measured  by  the  foUowmg  items,     (a)  cost  of  goods,  matenais 
and  suppUee;  (b)  labor  (direct  and  indirect);  and  (c)  overhead. 
M  Expenditures  for  labor  (direct  and  inmrect). 
u  Applicable  to  manufacturing  corporations. 


w  AppUcable  to  trading  corporations.    Turnover,  as  measured  by  net  cost  of  sales,  must  be  shown 

in  the  return.  .  .    .    ii_    j.  •  •         *  tnoi 

«  Substantial  changes  in  the  method  of  allocation  were  made  m  the  tax  revision  of  lydi. 
M  A  credit  is  allow^  for  income  taxes  paid  in  other  states.        _    .  ,      j         *  .w^..— 

"  The  business  ratio  is  used  as  an  alternative  to  the  sales  ratio  m  cases  where  sales  do  not  exmtm 

the  volume  of  business  conducted  within  the  State.     No  measures  of  the  business  ratio  are  provided  in 

*  ®  ^s'^Certain  expenses  which  cannot  be  aUocated  specifically  are  apportioned  according  to  the  ratio  of 

gross  income  in  Montana  to  total  gross  income.  _*         ij  u„  iu-  ^r.w^^y^^i^T^  f^^m 

»  BUls  and  accounts  receivable  arising  from  "  (a)  personal  property  sold  by  the  corporation  from 
merchandise  manufactured  by  it  within  this  State;  (b;  personal  Property  own^  by  the  corporation  and 
not  manufactured  by  it  within  this  State  but  sold  by  it  or  its  agents  and  located  withm  the  State  at  the 
time  of  the  receipt  of  the  order;  (c)  the  purchase  or  sale  of,  or  trading  in,  goods,  wares  or  merchandise 
not  located  at  any  place  at  which  the  corporation  conducted  a  Permanent  or  continuous  buBin^  withm 
the  State,  and  where  the  bills  and  accounts  receivable  arose  irom  orders  received  or  accepted  by  any  office 
or  agent,  or  at  any  place  of  business,  in  this  State;  and  (d)  services  performed  by?ny  officer  ^ent  or 
reprLentative  of  the  corporation  connected  with,  sent  from,  or  reporting,  either. Jrecty  or  indirecUy, 
to  any  officer  located  in  this  State  or  at  any  office  located,  owned  rented  or  occupied  in  this  State^ 

«o .'  The  value  of  share  stock  of  another  corporation  owned  by  a  corporation  liable  hereunder  shall 
for  purposes  of  allocation  of  assets  be  apportioned  in  and  out  of  the  State  m  accordance  with  the  value 
of  the  physical  property  in  and  out  of  the  State  representing  such  share  stocic. 


Lr- 


>t  $10,000-2%; 
Ind  $10,000—3%; 
lext  $80,000-4%; 
Iver  $100,000-6%. 


■70  (offset  allowed 
|for  personal  prop- 
erty taxes  paid,  up 
90%  of  excise 

tax). 


yo    (property  tax 

>ffset  allowed  up 

\  of  franchise 

0. 


March  15. 


March  15,  or  15th 
day  of  third  month 
following  close  of 
fiscal  year. 


March  15,  kx  on 
15th  day  of  third 
month  after  end  of 
accounting  year. 


90  days  after  end  of 
year. 


15th  day  of  third 
month  after  close 
of  accounting 
period. 


May  1. 


rc-7%. 


M%. 


March  15th,  or  15th 
day  of  third  month 
following  close  of- 
ficial year. 


Within  30  days  aft- 
er return  to  U.  S. 
Treasury  Depart- 
ment. 


Entire  net  income. 


Total  net  income 
(after  certain  ad- 
justments). 


Total  net  bcome. 


Total  net  income. 


Total  net  income. . 


Total  net  income 
(after  deduction  of 
items  specifically 
allocated). 


Statutory 
fraction 


Statutory 
fraction. 


X*. 


Statutory 
fraction 


April  15. 


March  15,  or  within 
75  days  after  close 
of  fis(^  year. 


Within  75  days  aft- 
er closeof  account- 
ing year. 


Total  uet  income 
(after  deduction  of 
items  specifically 
allocated). 


Total  net  income. 


Entire  net  income 
(after  deduction  of 
items  specifically 
allocated). 


Statutory 
fraction. 


X". 


Statutory 
fraction. 


Statutory 
fraction. 


Yes". 


Yes. 


Yes. 


Yes. 


Yes. 


Yes. 


Yes. 


No  provision . 


No. 


None 


Interest  dividends, 
rents,  royalties 
(less  related  ex- 
penses) and  gains 
from  sale  of  capital 
assets. 


Yes. 


No. 


Yes. 


Yes. 


Yes. 


None. 


None. 


None 


Repts.  interest, 
dividends,  and 
gsins  from  sale  of 
capital  assets. 


Foreign. 


Both. 


Both. 


Foreign. 


Both. 


A..  .  . 


X. 


X. 


Both. 


Noae. 


Yes. 


Total    net    income  Statutory 
(after  deduction  of     fraction, 
items    specifically 
allocated). 


Yes. 


Any  one  of  the 
three  ratios  may 
be  omitted  with 
approval  of  tax 
commission. 


Any  one  of  the 
three  ratios  may 
be  omitted  with 
approval  of  tax 
commission. 


Rentals,  royalties, 
dividends,  interest 
and  gains  from 
sale  of  real  or 
tangible  personal 
property. 


Interest,  rents, 
royalties,  divi- 
dends and  gains 
from  sale  of  capital 
asets. 


Both. 


Both. 


Both. 


X... 


(X).. 


X. 


X. 


X. 


(X). 


X". 


X. 


Xa 


X»i. 


X". 


(X). 


the  statutory 
is  applicable 

trship,  sale  or 

^nal  property. 

of  intangible 

jomplete,  was 

of   the  Tax 

tner,  "giving 
ible." 

latiofl. 

},  materials 


"  Applicable  to  trading  corporations.  Turnover,  as  measured  by  net  cost  of  sales,  must  be  shown 
in  the  return. 

«  Substantial  changes  in  the  method  of  allocation  were  made  in  the  tax  revision  of  1931. 

"  A  credit  is  allowed  for  income  taxes  paid  in  other  states. 

*^  The  business  ratio  is  used  as  an  alternative  to  the  sales  ratio  in  cases  where  sales  do  not  express 
the  volume  of  business  conducted  witliin  the  State.  No  measures  of  the  business  ratio  are  provided  in 
the  statute. 

"Certain  expenses  which  cannot  be  allocated  specifically  are  apportioned  according  to  the  ratio  of 
gross  income  in  Montana  to  total  gross  income. 

"  Bills  and  accounts  receivable  arising  frcm  "  (a)  personal  property  sold  by  the  corporation  from 
merchandise  manufactured  by  it  within  this  State;  (by  personal  property  owned  by  the  corporation  and 
not  manufactured  by  it  within  this  State  but  sold  by  it  or  its  agents  and  located  within  the  State  at  the 
time  of  the  receipt  of  the  order;  (c)  the  purchase  or  sale  of,  or  trading  in,  goods,  wares  or  merchandise 
"u* ^**^**'®"  **  *°y  place  at  which  the  corporation  conducted  a  permanent  or  continuous  business  within 
the  State,  and  where  the  bills  and  accounts  receivable  arose  irom  orders  received  or  accepted  by  any  officer 
or  agent,  or  at  any  place  of  business,  in  this  State;  and  (d)  services  performed  by  any  officer,  agent  or 
representative  of  the  corporation  connected  with,  sent  from,  or  reporting,  either  directly  or  indirectly, 
to  any  pfficer  located  in  this  State  or  at  any  office  located,  owned,  rented  or  occupied  in  this  State." 

M  '•  The  value  of  share  stock  of  another  corporation  owned  by  a  corporation  liable  hereunder  shall 
for  purposes  of  allocation  of  assets  be  apportioned  in  and  out  of  the  State  in  accordance  with  the  value 
of  the  physical  property  in  and  out  of  the  State  representing  such  share  stock." 


Fair  cash  value  of 

real    and    tangible 

personal  prop^y 

within  State 

H 

Fair  cash  value  of 
total  real  and  tang- 
iUe  personal  property 


Cost  of  manufacturing, 

collecting,    assembling 

or  processing  within 

State 

Total  cost  of  manu- 
facturing, collecting, 
assembling  or  processing 


4-  2or*» 


Fair  cash  value  of  real 
and  tangible  personal 
property  within  State 

Fair  cash  value  of  total 
real  and  tangible  per- 
sonal property 


■f 


Sales 
within 
State 

Total 
sales 
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Average  value  of  tangible  property       Business  transacted* 
within  State  within  State 

+ -i-2. 


Average  value  of  total  tangible 
property 


Total  business 


Average  value  of  real  and  tangible 
personal  property  within  State 

Average  value  of  total  real  and 
tangible  personal  property 


+ 


Wages,  salaries  and  other  personal 
service  compensation  to  employees 
within  State 

Total  wages,  salaries  and  other 
personal  service  compensation 


+ 


Gross  sales 
within  St^ 


Total  gross 
sales 


Fair  cash  value  of  real 
and  tangible  personal 
property  withm  State 

Fair  cash  value  of  en- 
tire real  and  tangible 
personal  property 


■or» 


Gross  sales 
within  State 

Total  gross 
sales 


■or*- 


Fair  cash  value  of  real 

and  tangible  personal 

property  within  State 


Fair  cash  value  of  en- 
tire real  and  tangible 
personal  property 


+ 


Gross  salei 
within  State 

Total  gross 
sales 
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Gross  sales  within 
State 


Total  gross  sales 


Average  value  of  tangible 
property  within  State 


Average  value  of  total 
tangible  property 


+ 


Expenditures  for  wages,  salaries  commisaons 

and  other  compensation  to  employees  within 

State 


Total  expenditures  for  wages,  salaries,  commis- 
sions or  other  compensation  to  emi^oyees 


+ 


Gross  receipts 
within  State 

Total  gross 
receipts 
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Fair  market  value  of  real  estate  and 
other  physical  assets  within  State 

Fair  market  value  of  total  real  estate 
and  other  physical  assets 


+ 


Gross  receipts 
within  State 

Total  gross 
receipts 
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Value  of  real  and  tangible  per- 
sonal property  within  State 


Value  of  total  real  and  tangible 
personal  property 


+ 


Cost  of  manufacturing,  collecting, 

assembling  or  processing  goods 

within  State 

To^l  cost  of  manufacturing,  col- 
lecting,   assembling   or    processing 


+ 


Sales  within 
State 

Total  sales 
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Value  of  real  and  tangible  per- 
sonal property  within  State 


Value  of  total  real  and  tangible 
personal  property 


+ 


Cost  of  manufacturing,  collecting, 

assembling  or  processing  goods 

within  State 

Total  cost  of  manufacturing,  col- 
lecting, assembling  or  prooesmng 


+ 


Sales  within 
State 

Total  sales 
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"  In  Hans  Reea'  Sons  v.  State  of  North  Carolina  (51  Sup.  Ct.  385),  which  involved  an  application  of  the 
1921  allocation  fraction,  the  United  States  Supreme  Court  upheld  the  use  of  a  separate  accounting. 

**  Property  and  cost  of  manufacturing  ratios  applicable  to  manufacturing  corporations;  property  and 
sales  ratios  applicable  to  trading  or  mercantile  corporations. 

*»  The  business  of  the  corporation  is  measured  by  expenditures  for  (a)  payroll,  (b)  purchase  of 
goods,  materials  and  supplies;  plus  (c)  receipts  from  sales. 

"No  allocation  provisions  are  contained  in  the  statute,  except  that  the  Tax  Commission  is  author- 
iaed  to  formulate  rules  and  regulations.     The  first  returns  were  due  on  March  15,  1932. 

*  Manufacturing  corporations  use  the  property  ratio;  tbe  gross  sales  ratio  is  used  in  case  there  is  no 
real  property  within  the  State,  or  where  the  foreign  corporation  is  engaged  in  buying  and  selling;  the  com- 
bined property  and  sales  ratios  are  used  when  the  income  of  a  foreign  corporation  is  derived  from  the  sale 
of  personal  property  produced  (in  whole  or  in  part)  by  the  taxpayer  without  and  sold  within  the  State. 

"The  general  income  tax  act  of  1931  was  declared  unconstitutional  in  Evans  v.  McCabe,  62  S.  W. 
(2nd)  159  (1932).  ,    -^  o.       . 

'^  No  information  is  available  concerning  allocation  practices.  The  law  became  effective  December 
31,  1931,  and  the  first  returns  from  corporations  were  not  due  until  April  15,  1932.  The  tjrpe  of  informa- 
tion required  in  the  tax  return  indicates  that  the  allocation  method  will  be  essentially  the  same  as  that 
of  New  York. 

*8  This  chart  was  published  in  substantially  the  present  form  in  Federal  and  State  Tax  Systems,  p  170f , 
Fourth  ed.     Commerce  Clearing  House,  Inc.,  Chicago,  1933. 
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